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Court of Appeals of the District of Columbia 


No. 4/78. I 

i 

I 

Paducah Water Company, Appellant, 

vs. 

I 

Commissioner of Internal Revenue. 


1 United States Board of Tax Appeals. 

Docket #6055. I 

i 

Paducaii Water Company, Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

For Taxpayer: Virgil Y. Moore, Esq., Andrew T. Smith, 
Esq. | 

For Commissioner: A. H. Fast, Esq., Jnlijm G. Gibbs, 
Esq., V. C. Hefferman, Esq., F. R. Shearer, Esq. 

Docket Entries. \ 


Ant**. 7. Petition received and filed. 

11. Copy of petition served on Solicitor.; 

** 11. Notification of receipt mailed taxpayer. 

“ 31. Answer filed by Solicitor. 

Sept. 8. Copy served on taxpayer. Assigned! 1-27-26. 

1926. 

Jan. 6. Stipulation for continuance of hearing filed. 

7. Granted. Both sides notified. 

Apr. 8. Motion to transfer to field calendar filed by tax¬ 
payer. . I 

10. Ordered—appeal be placed on Field calendar for 
hearing in Chicago, 4-26-26 signed and filed. 
Both sides notified. 

“ 26. Hearing had Div. 4 on merits. Both Briefs due 

6-21-26. Cause then submitted. j 
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4 4 

7. 
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8. 
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10. 

4 i 

26. 


1—l/78a 
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1926. 


June 

1 . 

i t 

18. 

i i 

18. 

i i 

21. 

4 4 

22. 

4 4 

26. 

4 4 

23. 

4 . 

24. 

July 

27. 

4 4 

30. 

1927. 

Jan. 

11. 

Apr. 

22. 

4 4 

27. 

May 

31. 

4 . 

31. 

June 

3. 

. 4 

6. 

So} >t . 

8. 

4 4 

S. 

4 4 

S. 

Oct. 

10. 

Sept. 

27. 

Oct. 

11. 


Transcript filed (4-26-26). 

Motion for extension to 6-26-26 to file Brief— 
filed by taxpayer. 

Granted. Both sides notified. 

Motion for extension to 6-26-26 to file Brief— 
filed by Solicitor. 

Granted. Both sides notified. 

Brief filed by taxpayer. 

Motion for extension to July 27th to file Brief 
filed bv Solicitor. 

Granted. Both sides notified. 

Brief filed bv Solicitor. Served on taxpayer 
July 30, 1926. 

Copy of Brief served on Solicitor. Taxpayer 
notified. 

Findings, of fact and opinion rendered. Judg¬ 
ment will be entered on 15 da vs’ notice. Both 
sideJ notified. 

Notice of settlement filed by General Counsel. 

Notice allowing taxpayer until 5-30-27 to file set¬ 
tlement for hearing 6-16-27. Failure to do so 
hearing set 6-8-27. 

Alternative proposed redetermination filed by 
taxpayer. 

Motion to continue hearing from 6-16-27 until 
week of 7-4-27, filed by taxpayer. 

Grant el to 9-8-27. Both sides notified. 

Copy of motion and proposed redetermination 
served on G. C. 

Recomputation of tax filed by taxpayer. Copy 
served on G. C. 9-9-27. 

Hearing had before Mr. Littleton on settlement, 
continued to 9-27-27. 

Order, continuing hearing to 9-27-27 on rule 50. 
Signed and filed. Both sides notified. 

Transcript of hearing 9-27-27 filed. 

Hearing had before Air. Sternhagen on settlement 
Rule #50. 

Ordered proceeding placed on cal. for 1-16-28. 
Signed and filed. Both notified. 
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1928. 
Jail. 16. 


i i 


i i 


Fob. 

i i 


19. 

31. 

13. 

14. 


Mar. 14. 


< i 


16. 

Mav 4. 
* 

4. 


c c 

. i 
t ( 

(i 
11 
i i 
i i 
11 
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8 . 
8 . 

8 . 
11 . 
11 . 
11 . 
11 . 

18. 

18. 
“ 99 


i i 

i i 
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29. 

31. 

31. 


Hearing had before Mr. Littleton ] on settlement 
under Rule 50. Referred to Mjr. Sternhagen 
for order. 

Transcript of hearing 1-16-28 filedi 

Order of redetermination entered. 

Motion to modify judgment filed by G. C. 

Copy of motion served on taxpayer. Assigned 
to 3-14-28. *; 

Hearing had before Mr. Sternhagen—Respond¬ 
ent motion to amend judgment. | 

Order—denving motion—entered. 

Order fixing amount of bond entered. 

Supersedeas bond for $6,458.60 approved and or¬ 
dered filed. 

Stipulation of venue filed. 

Petition for review by Ct. of Appeals of D. C. 
with assignment of errors filed by taxpayer. 

Proof of service filed. 

Praecipe filed by taxpayer. 

Proof of service of praecipe filed. 

Statement of evidence lodged by taxpayer. 

Proof of service of statement for 
22, 1928 filed. 

Praecipe filed by G. C. 

Objections to statement of evidence, 

Hearing had before Mr. Sternhagen bn taxpayer’s 
motion for approval of statement of evidence 
sur review and objections by Commissioner. 
Corrected statement to be filed, j 

Statement of evidence approved bv G. C. ap 
proved and directed filed. 

Proof of service of praecipe filed by 

Proof of service of objections to statement of 
evidence filed bv G. C. 


hearing May 


filed bv G. C. 


G. C. 


Now, June 7, 1928, the foregoing Docket Entries certified 
from the record as a true copy. j 

[Seal U. S. Board of Tax Appeals. 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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United States Board of Tax Appeals 
Docket Xo. 6055. 


Appeal of Paducah Water Company, Paducah, Kentucky. 

Petition. 

Filed August 7, 19*25. 

The above named taxpayer hereby appeals from the deter¬ 
mination of the above Commissioner of Internal Revenue 
set forth in his deficienev letter IT :CA :2335-12-00D dated 
June 11, 1925, and as the basis of its appeals sets forth the 
following:: 

1. The taxpayer is a Kentucky corporation, with prin¬ 
cipal office at Paducah, Kentucky. 

2. The deficiency letter (a true copy of which is hereto 
attached) was mailed to the taxpayer not earlier than June 
11, 1925. 

3. The taxes in controversy are income and profits taxes 
for the calendar years 1919, 1920 and 1921, and are less 
than $10,000.00, to wit: $3,229.30, being: the total amount 
of the deficienev, and an additional amount which the tax- 
payer contends should Ik* refunded to it. 

4. The determination of tax contained in the said de¬ 
ficiency letter is based upon the following: errors: 

(a) The Commissioner erred in depreciating the plant 
and equipment of tlie taxpayer prior to March 1, 1913, at 
a rate of 2 per cent, or any rate whatsoever, the condition 
of the property on tlie date stated, as shown by an ap¬ 
praisal, being: far in exeess of 50 per cent condition, 
4 the figure arrived at by the Commissioner. 

(b) The Commissioner erred in depreciating the 
taxpayer’s property during the taxable years on the basis 
of its cost, rather than on the basis of its value on March 
1, 1913, viz, $718,970.00. 

(c) The Commissioner erred in fixing the rate of de¬ 
preciation for the taxable years at 2 per cent, rather than 
2% per cent, the rate claimed by the taxpayer to be prop¬ 
erly applicable. 

5. The facts upon which the taxpayer relies as the basis 
of its appeal are as follows: 


5 


PADUCAH WATER CO. Y3. COMMR. OF IXTj REV. 


The water system of Paducah, Kentucky was constructed 
in 1884. On March 1, 1888, the Paducah Waiter Company 
was incorporated, taking over the assets of the then exist¬ 
ing company. The definite value of these assets is not now 
known. They were taken over at a price, as jsliown by the 
books of the taxpayer, of $189,625.00. This figure was far 
less than the actual cost of the assets and thej actual value 
of the property on March 1, 1888. The taxpayer did not 
depreciate the property on its books, and, asl a matter of 
fact, the property was kept in practically |00 per cent 
condition by renewals and additions, which were charged 
to cost of operation. An appraisal of this property, com¬ 
prising all the assets ordinarily used in supplying a city 
of this size—some 25,000—with water, was inade during 
the year 1919, retrospectively as of March Ij, 191.0. The 
appraisal showed and shows that the propertyjwas in prac¬ 
tically 100 per cent condition on March 1, 1910, and that 
on that date its fair market value was $71S,97jO.OO, instead 
of $019,600.08. the figure assigned to it jby the Com- 
5 missioner as of December 01, 1912, and the tax¬ 
payer now avers as a fact that the propfjrtv did have 
a fair market value on March 1, 1910, of $718,f)70.00. 

After the making of the appraisal in the yc|ar 1919, the 
taxpayer adopted a new policy with respect jto deprecia¬ 
tion and thereafter depreciated its property a| the rate of 
2*°>i per cent, which it savs is a proper rate |of deprecia¬ 
tion for a water works plant of this chnractorj. This rat" 
of depreciation was used by the taxpayer in th<b years 1919, 
1920 and 1921, here under discussion. 

The Commissioner of Internal Revenue took the figures of 
$189,625.00 as being the value of the property of the tax- 
paver at the time of acquisition, and depreciated this figure, 
plus additions, at the rate of 2 per cent per annum from 
188S to date. Tie refused to allow any value as of March 
1, 1913, save book value and refused to concede the correct¬ 
ness of the rate of depreciation of 2% per cent for the 
taxable years adopted by the taxpayer as b^sed on the 
remaining life of the property after March 1, 1913. After 
the year 1919, the taxpayer no longer kept its property 
in 100 per cent condition by additions and replacements 
charged to expense, as had been its custom prior thereto. 
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6. The taxpayer, in support of i ; appeal, relies upon the 
following ])ropositions of law: 

(a) The Commissioner of Internal Revenue has no legal 
authority to make a theoretical depreciation of property 
when there is no evidence that such property de¬ 
li preeiated prior to March 1. 1913. and positive evi¬ 
dence that on March 1, 1913, its value was much 
greater than that arrived at bv the Commissioner bv his 
theoretical depreciation. 

(/;) The taxpayer is entitled to depreciate its property on 
the basis of the fair market value of that property as of 
March 1, 1913. 

(c) Depreciation during the taxable years should be 
based on a rate sufficient to exhaust the March 1, 1913, 
value of the property at such period as the useful life of 
such property will expire. 

Wherefore* the, taxpayer respectfully prays that this 
Board mav hear and determine its appeal. 

PADrCAII WATER COMPANY, 
By MUSCOE BURNETT, 

President. 

( Sgd.) ANDREW T. SMITH, 

(Sgd.) VIRGIL V. MOORE, 

Counsel for Taxpayer. ffl4 Transportation 

I>1 nidi ny. Washington, I). C. 


State of Kentucky, 

Countp of McCracken y ss: 

Moscoe Burnett, being dulv sworn, savs that he is the 

• • 

President of Paducah Water Company, of Paducah, Mc¬ 
Cracken Countv. Kentuckv, and as such is dulv authorized 

• • * 

to verify the foregoing petition: that he lias read the said 
petition, or had the same read to him, and is familiar with 
the statements therein contained, and that the facts therein 
stated are true, except such facts as are stated to be upon 
information and belief, and those facts he believes to be 
true. 

(Sgd.) | MUSCOE BURNETT. 

Sworn to before me this b dav of August, 192b. 

(Sgd.) ‘ CARRIE B. NAVE, 

[seal.] Notary Public. 
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7 (Copy.) 

Treasury Department, Washington. 

Office of Commissioner of Internal Revenue. 

| 

Address reply to Commissioner of Internal :Revenue and 
refer to IT:CA:2335-12-60D. i 


Jun. 11, 1925. 


Paducah Water Company, 

Paducah, Kentucky. 

Sirs: 


A reexamination has been made of vour income and 

! 

profits tax returns for the years 1919 to 1921, inclusive, in 
accordance with the decision of the Commissioner and a 
deficiency in tax of $3,229.30 lias been disclosed. 

In accordance with the provisions of Section 274 of the 
Revenue Act of 1924, von are allowed 00 da vs from the date 
of mailing of this letter within which to file tin appeal to 
the United States Board of Tax Appeals contesting in whole 
or in part the correctness of this determination. 

Where a taxpayer has been given an opportunity to ap¬ 
peal to the United States Board of Tax Appeals and has 
not done so within the 00 days prescribed arid an assess¬ 
ment has been made, or where a taxpayer has appealed and 
an assessment in accordance with the final decision on such 
appeal has been made, no claim in abatement in respect of 
any part of the deficiency will be entertained, j 

If you acquiesce in this determination and do not desire 
to file an appeal, you are requested to sign the inclosed 
agreement consenting to the assessment of tljie deficiency 
and forward it to the Commissioner of Internal Revenue, 
Washington, D. 0., for the attention of IT :CA :p335-12-60D. 
In the event that you acquiesce in a part of the determina¬ 
tion, the agreement should be executed with respect to the 
items agreed to. 

Respectfully, 


(Sgd.) 


D. H. BLAIR, 

Commissioner , 

By J. G. BRIGHT, 
Deputy Commissioner. 
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Inclosures: Statements, Agreement—Form A, Form 882. 

(Here follow diagrams marked pages 8, 9, 10, 11, 12, Id, 

and 14.) 

15 Filed Aug. 31, 1925. United States Board of 

Tax Appeals. 

United States Board of Tax Appeals. 

Docket Xo. 6055. 

Appeal of Paducah Water Company, Paducah, Kentucky. 

Answer. 

The Commissioner of Internal Revenue bv his attorney, 
A. W. Gregg, Solic-jtor of Internal Revenue, for answer 
to the petition of tlie above-named taxpayer, admits and 
denies as follows: 

(1) Admits the allegations contained in paragraphs 1 and 
2 of the taxpayer's petition. 

(2) Admits that the taxes in controversy are income and 
profits taxes for the calendar years 1919, 1920 and 1921, and 
are less than $10,000: denies that the taxpayer corporation 
is entitled to a refund of taxes or that the Board has juris¬ 
diction to grant a refund to the taxpayer corporation. 

(3) Denies that the Commissioner erred in determining 
the March 1. 1913 valine of the property of the taxpayer cor¬ 
poration subject to depreciation to be the cost of said prop¬ 
erty minus depreciation at the rate of 27c up to March 1, 
1913. 

(4) Denies that the March 1,1913 value of the taxpayer’s 
property subject to depreciation is $718,970.00 or any other 
amount different from that computed by the Commissioner. 

(5) Denies that the Commissioner erred in allowing the 
taxpayer corporation as a deduction for the years 1919,1920 
and 1921 a depreciation allowance at the rate of 27c per 
annum. 

(6) Denies tiiat the taxpayer corporation is entitled to 
depreciation allowance for the years in question at the rate 

of 2%% per annum. 

16 (7) Denies each and all of the allegations of fact 
contained in paragraph five of the taxpayer’s peti¬ 
tion except the facts contained in the last subparagraph of 
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PADUCAH WATER CO. VS. COMMR. OF IXT. REV. y 

paragraph five setting forth the action taken by the Com¬ 
missioner. 

(8) Denies generally and specifically each and every alle¬ 
gation contained in the taxpayer’s petition not hereinbefore 

admitted, qualified or denied. j 

i 

Propositions of Law. 

(1) Only a reasonable allowance for the exhaustion, wear 
and tear of property used in the trade or business includ¬ 
ing a reasonable allowance for obsolescence ^s properly de¬ 
ductible in computing net income under thO provisions of 
Section 214 (a)7 of the Revenue Acts 1918 and 1921. 

(2) The March 1, 1913, value of the depreciable property 
of the taxpayer was as determined by the I Commissioner 
in accordance with the provisions of Section 1234(a)7 of the 
Revenue Acts of 1918 and 1921, and Article 164 of Regula¬ 
tions 45 and 62. 

(3) A rate of depreciation in excess of 2% per annum 

on the depreciable property of the taxpayer corporation for 
the years in question is not properly deductible under the 
provisions of Section 234 (a) 7 of the Revenue Acts of 1918 

and 1921. | 

Wherefore it is prayed that the taxpayer’s! appeal be de¬ 
nied. ! 

A. W. GREGG, 

Solicitor of Internal Revenue , 
Attorney for Commissioner of Internal Revenue. 

i 

Of counsel: i 

ARTHUR H. MURRAY, | 

Special Attorney Bureau of Internal Revenue. 

Now, June 7, 1928, the foregoing Answer certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

i 

I 

2—4778a 


i 
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17 Filed May 18, 1928. United States Board of 

Tax Appeals. 

Statement of the Case. 

Mr. Moore: If your Honor please, the Paducah Water 
Company, the petitioner here, operates, as the name implies, 
the waterworks plant of the City of Paducah, Kentucky. It 
has raised in this appeal, which covers the three calendar 
years, I believe, 1918, 1919 and 1920, two questions—the 
question of the valuation of its physical property as of 
March 1, 1913, for the purpose of depreciation, and the 
question of the depreciation rate to be applied to that value 

It develops since the filing’ of the petition, that the rate of 
2 per cent on the entire property of the Company, which was 
allowed bv the Commissioner, is substantially correct. At 
the time the petition was filed, the taxpayer was claiming, 
and had claimed, a rate of 2% per cent, and had some evi¬ 
dence to sustain it. Since that time, the taxpayer has been 
in consultation with its engineers, and upon their advice it 
now concedes so much of the petition as has to do with the 
rate of depreciation, leaving for your Honor’s consideration 
the sole question of the value of the taxpayer’s physical as¬ 
sets on March 1,1913, for the purpose of depreciation. 

Xow, it is perhaps well, in view of some questions that 
might arise as to the competency of certain testimony, that 
I state in some detail what the taxpayer’s proof will be. 
That is to say, all of its proof, so that your Honor may 
know, when different parts of that proof are introduced, 
their connection with and effect upon other proof. 

Mr. Fast: Mr. Moore, would it interrupt you if I were 
to ask whether you are abandoning the depreciation claim 
prior to March 1, 1913, so that that rate of depreciation is 
out? 

Mr. Moore: Yes, absolutely. 

Mr. Fast: And the only question is the March 1, 1913 
value for depreciation? 

18 Mr. Moore: For depreciation purposes. 

I might state in that connection that there was a 
statement in the petition that the taxpayer had, by a sys¬ 
tem of charging replacements to expense, prevented depre- 
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ciation of the property had prior to March 1, 1913, and that 
the Commissioner had improperly taken depreciation. The 
engineers advised that that was impossible, and that there 
was some depreciation of the property. That allegation, 
however, was pure surplusage, as what I said was the 
March 1,1913 value of the property, and it is alleged in the 
petition that that value is some $600,000. I do not remem¬ 
ber the exact figure. 

With respect to that value, the taxpayer’s proof will be 
that in 1888 the present company took over the plan- 

Mr. Sternhagen: Excuse me, Mr. Moore. That disposes, 
then, of assignments A and C of the errors set forth in your 
petition? ! 

Mr. Moore: Leaving only assignment B. 

Mr. Sternhagen: Leaving only Assignment^? 

Mr. Moore: Yes, sir. 

Mr. Sternhagen: All right. 

i 

i 

Now, June 7, 1928, the foregoing Pages 2 and 3 and the 
first line on page 4 of the Reporter's Minutes of the pro¬ 
ceeding held in Chicago, Illinois, on April 26, 1926, certified 
from the record as a true copy. 

[Seal: U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U . S. Board of Tax Appeals. 


19 Filed May 18,1928. United States Board of 

Tax Appeals 

i 

i 

i 

Argument on Behalf of the Taxpayer. 

Mr. Moore: The issues before your Honojr have been 
limited as a result of the petitioner’s admissions, and the 
only question is the value as of March 1, 1913, ; of its physi¬ 
cal properties. 

The Board will only be called upon to determine that 
value. ! 


Now, June 7, 1928, the foregoing, the fir^t two para¬ 
graphs of the taxpayer’s argument recorded on page 86 of 
the Reporter’s Minutes of the proceeding held in Chicago, 
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Illinois, on April 26, 1926, certified from the record as a 
true copy. 

[Seal: U. S. Board of Tax Appeals, 1924.] 

I B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

20 United States Board of Tax Appeals. 

Docket Xo. 6055. 

Paducah Water Co., Petitioner, 


v. 


Commissioner ok Internal Revenue, Respondent. 

Promulgated January 11, 1927. 

Virgil V. Moore Esq., and Ad row T. Smith, Esq., for the 
petitioner. 

A. H. Fast, Esq., for the respondent. 

Deficiencies of income and profits taxes of $999.74 for 
1919, $700.30 for 1920, and $1,529.26 for 1921: so much ho¬ 
me; in controversv as arises from an alleged undervaluation 
by respondent of petitioner's plant on March 1, 1913, as 
the basis for depreciation. The petitioner withdrew the 
issues as to the correctness of the rates of depreciation 
used by respondent. 


Findings of Fact. 

On March 1, 1933, the petitioner was the owner of water 
works properties ini Paducah. I\y„ the total fair market 
value of which as a whole was $670,580. Of this amount 
$448,040 was the value of properties subject to exhaustion, 
wear and tear and obsolescence. 

A true copy: Teste: 

[Seal: U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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21 


Opinion 


Sternhagex : The plant of the petitioner j was built in 
1886. Those who built it failed and the original records 
of costs were lost. The property was then taken over 
bv a group of business people in Paducah,j and in 1888 
a set of books was opened. The new owners placed on 
the books a figure of $189,000 representing pb'int value, but 
this figure was arbitrarv and not intended to reflect actual 
value, since actual cost was not known and actfial value was 
not attempted to be ascertained at that time. The only 
consideration which seems to have influenced tjlie figure was 
the local taxes, and this prompted a low valuation. There¬ 
after it appears that renewals and replacements were 
charged to expense and additions and enlargements were 
charged to construction. Depreciation seems! not to have 
been accounted for. The evidence is howeveij not entirely 
clear as to the accounting between 1888 and 1913. The 
book value of additions on March 1, 1913, is jsaid to have 
been about $307,000. 

The Commissioner applied depreciation rates prior to 
March 1, 1913, and found a plant value on (that date of 

$319,600. This he used as the basis for eojmputing the 

! * 

depreciation deductible for the years 1919. 1920 and 1921. 
The petitioner contests this and seeks to establish a value 
of its assets of $670,380. 1 

In support of its valuation fin petitioner introduced evi¬ 
dence of various kinds, all of which is said to;converge to 
the conclusion of the valuation claimed. Tlicj respondent 
introduced no evidence. 

The president of the petitioner testified that he had been 
employed by it since 1897 and was thoroughly familiar with 
its properties, its accounts and its affairs. Ini his opinion 
the plant on March 1, 1913, had a fair market value 
22 of “anywhere from $630,000 to $7001000.” He 
formed his opinion by taking into consideration an 
appraisal made by engineers, the selling price! of some of 
its securities, and the earnings of the corporation for sev¬ 
eral years prior to 1913. j 

The appraisal will be discussed later in this opinion. The 
outstanding securities on March 1, 1913, consisted of $300,- 
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000 of capital stock and $297,000 of 0 per cent and 5 per 
cent bonds. There were occasional trades in stock at par. 
The 6 per cent bonds sold for something’ above par and the 
5 per cent bonds sold at par. The earnings were: 


1910 

1911 

1912 

1913 


$44,587) 99 
45,8(50 02 
49,200 82 
49,570 00 


Total 
A verage 


$189,228 83 
$47,307 20 


These earnings would be somewhat modified if proper de¬ 
preciation had been taken and if no capital items had been 
charged to expense. 

A witness who had for manv years been in business as a 

• • 

contractor in Paducah and who had been mavor of the citv 

• * 

in 1920 at the time when negotiations were ponding for the 
purchase of the plant by the city, requiring an investigation 
of its value, and who testified that he was familiar with the 
plant on March 1,| 1913. stated that he thought the fair 
market value on that date was $050,000. This opinion was 
based upon his familiarity with the properties and also 
upon his consideration as mayor of the valuation in 1920 
for local tax purposes and because of its probable pur¬ 
chase. In considering the purchase of the plant in 1919 
and 1920 the eity officials relied upon the appraisal of the 
plant later discussed and decided that the value therein 
stated in 1919 was a fair and proper price for its purchase 
at that time. The purchase was not made because 
23 the city was not in a condition to finance it. 

The remaining evidence consists principally of an 
appraisal made by a firm of engineers whose principal oc¬ 
cupation for a number of years has been the investigation 
and appraisal of public utilities in numerous municipali¬ 
ties. This appraisal purports to state “the value of the 
properties of the Paducah Water Company as it existed 
on March 1. 1913, and at prices then prevailing.’' It was 
introduced in evidence with the testimony of the witness 
who inventoried the property and was explained in detail 

bv this witness and two other engineers who were directlv 
• • 

responsible for it, and these three witnesses were sub- 
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jected to cross examintion to disclose whatever weaknesses 
the appraisal might have. The engineers were employed 
in 1919 to make an inventory and appraisals in connection 
with the proposal of the city of Paducah tjo exercise its 
option under the franchise to purchase the plant from the 
petitioner at a price to be fixed in accordance with an 
appraisal to be made by three appraisers. The appraisal 
was made in the prescribed manner, and suffice it to say 
that the valuation of 1919 arrived at by tliese witnesses 
was substantially in accord with that finally agreed upon. 
Thereafter, for reasons of financial inability and legal re¬ 
strictions, the sale was not consummated, although, so far 
as the record discloses, there was no dispute as to the valu¬ 
ation or its true reflection of a fair value. |t embodied a 
detailed inventory of the company's properties made by 
actual observation of the physical propertied, their plans 
and specifications and actual measurements, j All existing 
records were examined, both of the comnanviand the citv. 
The property was inspected for its physical condition, rec¬ 
ords were inspected for its age, and from itsjage and con¬ 
dition the accrued depreciation was determined. The cost 
of reproduction was based upon both prewar prices 
24 in 1913 and present prices in 1919, and took into con¬ 
sideration as to each item its original icost if avail- 
aide, its capacity, its age, its depreciation, and jits condition. 

This inventory of 1919 was subsequently I used as the 
basis of valuation of the properties owned on March 1, 
1913. An accurate record had been kept ofi the acquisi¬ 
tions since March 1, 1913, and these were eliminated from 
the inventory. The reproduction cost was theiji ascertained 
by applying unit prices in effect at that da tie, and from 
this, accrued depreciation as deducted. T)ie resulting 
figure, it was testified, was substantially the |fair market 
price or value. In numerous instances the actual purchase 
price of water works plants had been arrived jat by taking 
the cost of reproduction less accrued depreciation. This 
is a usual method of arriving at a sales price of such 
properties. A check was also made with expedience tables 
of the per capita cost of water works plants in cities of 
various sizes, and the valuation in question was found to 
be lower than that of plants in other cities of comparable 
size. 

The report of the engineers is as follows: 
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In accordance with your request we have made an Ap¬ 
praisal of tlie value of the properties of the Paducah 'Water 
Co. as it existed on March 1, 1913, and at prices then pre¬ 
vailing. 

This Appraisal is based upon a detailed inventory of 
your property as of October 1, 1919, from which there have 
been eliminated all items added in the interval between 
March 1, 1913 and October 1, 1919. 

The Appraisal shows the cost new, and accrued depre¬ 
ciation as of March 1, 1913. and the present worth or net 
physical value as of that date. As you know, cast iron 
pipe, pumping equipment, and other water works construc¬ 
tion items are of relatively lone’ life. AVe have made a 
physical inspection of tin* variou items entering into your 
property, and are of the opinion that the amounts set forth 
herein, as accrued depreciation for the several items, rep¬ 
resents the best measure of the depreciation which the 
property had suffered up to March 1, 1913. 

In the summarization of the detailed figures of the va¬ 
rious items, totals are taken to the nearest $10.00, although 
all details are worked out to the nearest dollar. 

Tlie report herein shows the summarization of figures as 
well as all details entering into their computations. 

(Here follows diagram marked page 25.) 


26 AVe have considered all the evidence and have 
reached the conclusion, in view of the extensive tes¬ 
timony as to the basis of the valuation arrived at and of 
the full opportunity given to test its soundness, that the 
figure of $670,5S0 is fairlv supported bv the evidence and 
represents the fair market value of the petitioner’s prop¬ 
erty on March 1, 1913. This is our judgment, after a 
proper consideration of all the relevant facts, Minnesota 
Bate Cases 230 U. S. 352, 434. and not because of auv slavish 
adherence to a rule of cost of reproduction less depre¬ 
ciation, Georgia Bail wag ('<>. r. B. B. Conan., 262 U. S. 625, 
630. In this case the cost of reproduction new, less ac¬ 
crued depreciation, was shown to have been carefully and 
intelligently made and to coincide with fair market value. 
Taken together with all the other evidence, we may not 
disregard it and approve instead the depreciated book 


Thf following is the summary: 


Description 

Cost 

i 

i 

Present 

Vortfc 

Sew 

Deprec 

3/i/23 

Beal Estate 

52,500 

1 0 

52,500 

Intake 

22,CS0 

3,000 

19,050 

Main Station Building 

27.070 

3j,150 

23,920 

The Brick Stack 

2,750 

! 850 

1,900 

The Duplex Units 

8,000 

1»0?0 

6,9:-K) 

Six M. G.P.D.DeLaval Low Service Unit 

5,C£0 

1490 

4,530 

light • ■ fcigi " ■ 

7,040 

j 680 

6,360 

Five • « ■ ■ " 

5,030 

i2,500 

490 

4,540 

The Ho.l Holly -pumping Engine 

3;850 

8,650 

The Eo.2 ■ ■ ■ 

17,500 

910 

16,590 

Auxiliary Equipment 

12,850 

1*070 

11,780 

Pipe in Station 

11,090 

1570 

10,520 

Pipe in Station Yard 

6,260 

|110 

6,150 

Boilers in Main Building 

10,750 

3,480 

7,270 

The New Boiler House 

14,110 

150 

13,960 

The Steel Stack 

6,520 

450 

6,070 

The Stirling Boiler and Stokers 

12,580 

460 

12,220 

Steel Coagulating Basin 

24,080 

2j770 

22,110 

Concrete Coagulating Basin 

29,730 

j 70 

29,660 

The Solution House 

2,600 

330 

2,270 

filter Building, filters & Clear Veil 

39,090 

3,070 

36,020 

The Standpipe 

14,950 

4,900 

10,050 

Pipe in Street Mains 

98,900 

1,630 

97,270 

Specials in Street Mains 

5,940 

100 

5,840 

Laying Mains 

60,030 

^90 

59,040 

Cutting Through Pavements 

— 

: — 

— 

Steam :<ailroad Crossings • 

2,280 

40 

2,240 

Street Bailway Crossings 

1,170 

j 20 

1,150 

Miscellaneous Crossings 

. 310 

i 10 

300 

Valves t>nd Valve Boxes 

3,250 

430 

2,820 

Fire Plugs 

13,050 

1,710 

11,340 

Meters and Veter Vaults 

8,260 

830 

7,430 

Miscellaneous Inventories 

20.000 

0 

20.000 


558,190 

37,650 

520,540 

Preliminary Cost 

8;370 

o 

8,370 

Engineering A Supervision 

27,910 

1,880 

26,030 

Administrative Costs 

11,160 

750 

10,410 

Contingent Costs 

22,330 

JL M 

20.820 


627.9b0 

41,790 

585,170 

Lost Interest During Constr. 

25.120 

1.670 

Jff-,450 


653,080 

43,460 

609,620 

Going Csncera'Value 10$ 

Total 

60,960 

$670,580 


Eo. 4778. 

Paducah, 'ater Company, 
vc. Appellant* 
Coxasi ssioner of Internal^ 
Revenue• 
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value used by the respondent, which proceeded from an 
arbitrarv entrv made in 1888. 

* * . ^. • I 

The respondent points to Kmsman Transit Co., 1 B. T. 
A. 552; Rockford Malleable Iron Works, 2 B. T. A 817; 
Tibby-B rami or Glass Co., 2 B. T. A. 918; Knapp & Spen¬ 
cer Co., 3 B. T. A. 1243, as cases in which evidence of no 
less weight was held inadequate to prove value. In Kins¬ 
man Transit Co., 1 B. T. A. 552, it was held that an ar¬ 
bitrary rate of depreciation could not be applied without 
a showing that it fairly reflected actual depreciation of the 
particular property under consideration. It was said, 
however, that: 

The value of any vessel at a particular titne is a ques¬ 
tion of fact which must bo proved by competent evidence. 
The reconstruction cost less actual depreciation sustained 
is important evidence of value and has in it important ele¬ 
ments to prove either the market value or actual value; 
but depreciation is ordinarily something to be concretely 
determined by inspection, and in determining the rate of 
depreciation to be applied to property of the character 
herein for the purpose of ascertaining value as of a 
27 particular date in the past, it is highly important 
that the history of the vessel, the character of re¬ 
pairs, the actual use to which the vessel has been put, and 
all relevant facts tending to show the depreciation sus¬ 
tained be placed before us, and upon these facts, assisted 
by the testimony of such expert witnesses as may be pro¬ 
duced, a fair judgment can be exercised as to the amount 
of depreciation sustained which will more nearly approxi¬ 
mate the actual depreciation sustained than thje application 
of a formula or flat rate of theoretical depreciation which 
only serves to produce grotesque results. 

In the present case these requirements have! been met as 
far as qualified engineers were able to meet them. In Rock¬ 
ford Malleable Iron Works, 2 B. T. A. 817, Jhe sole evi¬ 
dence of value was a formal computation to arrive at an 
assumed cost of reproduction less assumed depreciation. 
The evidence was to the effect that it did not purport to 
reflect value, which might have been quite different. In the 
present case, the history of the sale of water works plants 
discloses that most of such sales prices are fiyed upon the 


I 
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basis of appraisals such as the one before us. The hearsay 
testimony in Tibby-Bramier Glass Co., 2 B. T. A. 918, is 
not like the first-hand statements of the witness in the 
present case. The decision in Knapp <£ Spencer Co., 3 B. 
T. A. 1243, does not disclose the evidence and in matters 
such as this, requiring a consideration of the weight of the 
evidence, the absence of an opinion removes it from con¬ 
sideration here. These cases indicate that, in determining 
questions of fact such as this, each case must be decided 
upon its own evidence. 

Of this total valuation of the plant and business as a 
whole it is clear there must be some eliminations to arrive 
at tlie figure to which annual depreciation deductions shall 
be applied. The petitioner voluntarily eliminates item 2, 
real estate, $52,500, and item 39, going concern value 10%, 
$60,960, leaving the aggregate of the remaining items. 
$357,120, as the value of tlie depreciable assets to which it 
contends the undisputed rate is to be applied. The 
28 respondent urges that, in addition to the elimination 
of the two items mentioned, the depreciable value 
should be reduced by the elimination of the following 
items: 


1. Preliminarv Cost 

34. Miscellaneous Inventories 

35. Engineering & Supervision 

36. Administrative Costs 

37. ("ontingent (Y>sts 

38. Lost Interest During Const. 


$8,370 

20,000 

2(5,030 

10,410 

20,820 

23,450 


In this the position of the respondent is sound, and we 
hold that these items should be eliminated. The petitioner 
argues that these items are all factors which go to make 
up the value of its property, and that, since this value is 
the only issue, it should not be reduced. But this over¬ 
looks the real issue, which is the value of such properties 
as are the subject of the deductions for exhaustion, wear 
and tear and obsolescence. While it is true, as the evidence 
shows, that a purchaser of the total properties would in¬ 
clude in the purchase price an amount which would reim¬ 
burse the owner for an assumed expenditure for these 
intangible items, it does not follow that they represent 
value of the physical structures. This must be true if it is 
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to be believed that the appraisal correctly jsets forth the 
separate values of the physical properties listed. For if 
the valuation of each item of physical structure is to be 
accepted as correct, it cannot at the same |time he aug¬ 
mented by a proportionate share of the aggregate intan¬ 
gible value; and it likewise follows that if jhe aggregate 
valuation of all the physical items added together is cor¬ 
rect, it cannot at the same time be augmentjed by the ag¬ 
gregate value of the intangibles and still be correct. Either 
the value of each physical item would be required to be 
proportionately augmented—an impracticable task, 
29 see Telephone <f* Nail road Depreciation | Charges, 118 
I. (\ C. 295—or the value of the aggregate of physi¬ 
cal items would require augmentation by all intangibles. 
Either of these hypotheses would assume that jthe true value 
of the physical structures had not been correctlv stated, an 
assumption not supported by the testimony. Not all capital 
investment as of March 1, 1913, is subject to tjhe annual de¬ 
duction for exhaustion. This is plain as to land and should 
be equally plain as to intangibles having aiij uncertain or 
indefinite life. This does not mean that the investment rep¬ 
resented bv such items is not recoverable, but onlv that its 
recovery must await the ultimate sale or disposition of the 
properly instead of coming out of annual incojme. 

AVe have therefore found as a fact in accordance with 
this opinion that the basis for the depreciation! at the agreed 
rate is $448,040, which is the remainder after subtracting 
from the total value of $670,580 the sum of j$222,540, rep¬ 
resenting the eight items aforesaid. 

Judgment will he entered on 15 days’ notice under 
Rule 50. 


i 

Now, June 7, 1928, the foregoing Findings of Fact & 

Opinion certified from the record as a true copy. 

i 

[Seal of Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tqx Appeals. 
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30 United States Board of Tax Appeals. 

Docket Xo. 6055. 

Paducah Water Company, Petitioner, 

v. 

Comissioner of Internal Revenue, Respondent. 

Judgment. 

This proceeding came on for hearing January 16, 1928, 
as provided by order of October 11, 1927, and it was stated 
at such hearing that neither party desired to submit fur¬ 
ther evidence. The case was thereupon submitted for final 
decision upon the alternative proposed judgments thereto¬ 
fore submitted by both parties. The computation of each 
of said proposed judgments embodies matters not in issue 
and each party objects on that ground to the proposed 
judgment submitted by the other. The only issue pre¬ 
sented at the hearing was the value on March 1, 1913, of 
the petitioner's depreciable assets as the basis for the 
deduction of a reasonable allowance for exhaustion, wear 
and tear during the taxable years, and the judgment must 
be confined to the redetermination of the dcfieienev in ae- 
cordance with the decision of the Board upon the issue thus 
presented. Respondent did not. however, at or before the 
hearing make a claim for an increase in said deficiencv. 
The premises considered, it is 

Ordered, adjudged and decided that the deficiences are, 
for 1919 $999.74. for 1920 $700.30, and for 1921 $1,529.26. 

Enter. 

Entered Jan. 31, 1928. 

J. M. STEIXHAGEX, 

Member United States Board of Tax Appeals. 

A true copv. Teste: 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

Xow, June 7, 1828, the foregoing Judgment certified from 
the record as a true copv. 

! B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals . 
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31 United States Boar • of Tax Appeals, Washington 

Docket No. 6055. j 

Paducah Water Company, Petitioner, 

V. ! 

i 

Commissioner of Internal Revenue, Respondent. 
Order Denying Motion. 

The respondent having tiled a motion to modify the judg¬ 
ment in this proceeding entered on January 31, 1928, and 
hearing on the motion having been had and the arguments 
of counsel for both parties having been considered, it is 
Ordered that the motion be and the same! is hereby de- 

. , i 

med. 

I 

Enter. 

J. M. STERXII!AGEX, 

Member United States Board of Tfrx Appeals. 

; 

i 

Entered Mar. 16, 1928. 

A true eopw Teste: 

B. I). GAMBLE, j 

Clerk U. S. Board of Tax Appeals | 

Now, June 7, 1928, the foregoing Order, Denying Motion 
certified from the record as a true copy. 

B. D. GAMBLE, 

Clerk, U. S. Board of Tax Appeals. 

Filed May 8, 1928, United States Board of Tax Appeals. 

I 

32 Court of Appeals of the District of Columbia. 

No. — | 

Paducah Water Company, Appellant, 


David H. Blair, Commissioner of Internal Revenue, 

Appellee 

Petition for the Review of the Decision of the United 

States Board of Tax Appeals | 

To the Honorable the Judges of the Court of Appeals of 
the District of Columbia: 

Paducah Water Company, in support of this, its peti¬ 
tion, filed pursuant to the provisions of Section 1001 of 


i 
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the Revenue Act of 1926, for the review of tlie decision of 
the United States Board of Tax Appeals rendered on tlie 
31st day of January, 1028, and confirmed on March 16, 
1928, by order denying motion to modify said decision, ap¬ 
proving deficiencies in income and profits taxes of the pe¬ 
titioner for the calendar years, 1919, 1920 and 1921. in the 
respective amounts of £999.74, $700.30 and $1,329.26, re¬ 
spectfully shows to this Honorable Court as follows: 

I. 


Statement of the Nature of the Controversv. 

•> 


On August 11, 1923, this appellant tiled with the United 
States Board of Tax Appeals, pursuant to Section 
33 274 of the Revenue Act of 1926, its petition seeking 

a redetermination of the deficiencies hereinabove set 
forth, alleging, among other things, that said deficiencies 
arose on the following errors: 

“(<?)• The Commissioner erred in depreciating the plant 
and equipment of the taxpayer prior to March 1, 1913, at a 
rate of 2 per cent, or any rate whatsoever, the condition of 
the property on the date stated, as shown by an appraisal, 
being far in access of 30 per cent condition, the figure ar¬ 
rived at by the Commissioner. 

(/>). The Commissioner erred in depreciating the tax¬ 
payer's property during the taxable years on the basis of 
its cost, rather than on the basis of its value* on March 1, 
1913, viz, $718,970.00. 

(r). The Commissioner erred in fixing the rate of depre¬ 
ciation for the taxable years at 2 per cent, rather than 
2% per cent, the rate claimed by the taxpayer to be prop¬ 
erly applicable. ’ ’ 


It alleged that the plant and equipment of appellant was 
in 100 per cent condition on March 1, 1913, and had a fair 
market value at that time of $718,970.00: that the petitioner 
had adopted in 1919 an average depreciation rate on its 
plant and equipment of 2 3-4 per cent per annum, and that 
such rate was proper and correct: that the Commissioner 
of Internal Revenue had refused to allow any value as of 
March 1, 1913 for appellant's plant and equipment save a 
value taken from appellant's books and resulting from ar- 
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bitrary entries therein; and that the Commissioner of In¬ 
ternal Revenue had depreciated its said pUnt and equip¬ 
ment at an average rate of 2 per cent. 

On August 31, 1925, appellee tiled his answer denying 
all the material allegations of the petition, save the actions 
and rulings of the Commissioner of Internal Revenue 
which were admitted. 

34 On April 26, 1926, the cause came qn for hearing 
before the said United States Board of Tax Appeals, 
and appellant thereupon noted of record it si abandonment 
of issues (a) and (c) hereinabove referred t6, and went to 
trial on issue (b) alone viz: the fair market value of its 
plant and equipment as of March 1. 1913. 

Among other proof of such value appellajnt introduced 
expert valuation engineers, who testitied to tlfe fair market 
value of said plant and equipment on the date in question, 
arrived at by an appraisal made by them by the method 
known as “reproductive cost less depreciationthey testi- 
tied that sale prices of similar plants had universally been 
arrived at over a period of twenty-live years or more, by 
appraisals made by this method; they tiled their written 
appraisal and testified, from its figures, that the fair mar¬ 
ket value of appellant's plant and equipment! as of March 
1, 1913 was $670,580.00. j 

The said appraisal included the following it^ms: 

“ 1. Preliminary Cost .i $ 8,370.00 

2. Real Estate .j 52,500.00. 

34. Miscellaneous Inventories .j 20,000.00 

35. Engineering and Supervision . 26,030.00 

36. Administration Costs.| 10,410.00 

37. Contingent Costs . . . .| 20,820.00 

38. Lost Interests during Construction . . . .j 23,450.00 

39. Going Concern Value . 60,960.00” 

i 

Decision and findings of fact were promulgated by said 
United States Board of Tax Appeals on January 11, 1927, 
said findings being in full as follows: 

“On March 1,1913, the petitioner was the owjner of water 
works properties in Paducah, Ky., the total lair market 
value of which as a whole was $6 < 0,580. Of this amount 
$448,040 was the value of properties subject to exhaustion, 
wear and tear and obsolescence. 


7 7 
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35 The figure oi* $670,580.00 was arrived at from 
the appraisal above mentioned; the figure of $448,- 
040.00 was arrived at by deducting from $670,580.00 the 
specific items of Preliminary Cost, Miscellaneous Inven¬ 
tories, etc., above set forth. Accordingly, the said Hoard 
held the depreciable assets of appellant to have a fair mar¬ 
ket value as of March 1, 1913, of $448,040.00. 

II. 

Designation of Court of Review. 

Appellant, being aggrieved by the said findings of fact, 
opinion and decision, having stipulated with appellee that 
same may he reviewed by the Court of Appeals of the Dis¬ 
trict of Columbia, seeks a review thereof in accordance 
with the provisions of the Revenue Act of 1926 by the Court 
of Appeals of the District of Columbia. 

III. 


Assignment of Errors. 

» y 


Appellant, as a basis for review, makes the following 
assignments of error: 

1. The Board of Tax Appeals erred in holding the fair 
market value as of March 1, 1913 of appellant’s proper¬ 
ties subject to exhaustion, wear and tear and obsolescence to 
be only $448,040.00, or any sum less than $670,580.00, there 
being no evidence to sustain a value as of the date stated 
of less than $670,580.00. 

2. The Board erred in excluding from the fair market 
value as of March 1, 1913, of appellant's properties subject 

to exhaustion, wear and tear and obsolescence, the 
36 items of: 


1. Preliminary Cost . . 

2. Real Estate .. 

34. Miscellaneous Inventories ....... 

35. Engineering and Supervision . . 

36. Administrative Costs . 

37. Contingent Costs .......... 

38. Lost Interest during Construction 

39. Going Concern Value . 


....... $8,370.00 

. 52,500.00 

. 20,000.00 

. 26,030.00 

. 10,410.00 

. 20,820.00 

. 23,450.00 

. 60,960.00 
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M. Tlic Board erred in holding that the items of Pre- 
liminarv Cost, Beal Estate, Miscellaneous Inventories. En- 
iri nee ring and Supervision, Administrative! Costs, Con¬ 
tingent Costs, Lost Interest during Construction and doing 
Concern Value did not constitute a part of tliie fair market 
value as of March 1, DIM of appellant’s properties subject 
to exhaustion, wear and tear and obsolescence. 

4. The Board erred in holding that the fair market value 
as of March 1, DIM of appellant's plant and equipment for 
purposes of computing exhaustion, wear andjtear and ob¬ 
solescence, is less than or different in any \Vise from the 
actual fair market value as of March 1, DIM of such plant 
and equipment. 

5. The Board erred in holding, against all; the evidence 
in the record, that items which were properly ja part of the 
fair market value as of March 1, DIM of appellant's assets, 
for the purpose of exhaustion, wear and tefir and obso¬ 
lescence, should be eliminated from said value!. 

b. The Board erred in excluding any specific items of 
appellant’s plant and equipment from valuation for pur¬ 
poses of computing depreciation. i V 

7. The Board erred in requiring the application of a 
fixed average rate of depreciation on appellant’s entire 
plant and equipment, to certain parts jonly of such 
M7 plant and equipment, excluding from thje application 
of such fixed average rate certain other parts of such 
plant and equipment. 

S. The Board erred in holding in its opinion that “The 
petitioner (this appellant) voluntarily eliminates item 2, 
real estate, .47)2,500, and item MO, going concern value 10 
per cent. 4(>0,000, leaving the aggregate of tlie remaining 
items, 4557.120. as the value of the depreciable assets to 
which it contends the undisputed rate is to bcj applied.” 

"Wherefore appellant prays that this Honorable Court 
may review said findings, decision, opinion, judgment and 
order and reverse and set aside the same, and that the 
Clerk of the said United States Board of Taxi Appeals be 
directed to transmit and deliver to the Clerk of said Court 

i 

certi led copies of all and every of the documents neces¬ 
sary and material to the presentation and consideration 

of the foregoing petition for review and as Irequired by 

I 
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the rules of said Court and statu' »s made and provided. 
And appellant will everv prav. 

PADUCAH WAT HR COMPANY, 
(Sgd.) BvMUSCOE BURNETT, 

President. 


38 State ok Kentucky, 

Coun.f i/ of McCracken, ss: 

Personally appeared before me, Carrie B. Nave notary 
public in and for the county and state aforesaid, Muscoe 
Burnett, who. upon being duly sworn according to law, does 
depose and say that he is the President of the Paducah 
Water Company, the petitioner above-named, and that as 
such he had authority to and did sign the foregoing petition; 
that he has read the same and that the facts set forth therein 
are true to the best of his knowledge and belief and that the 
said petition is filed in good faith. 

Subscribed and sworn to before me this 2d dav of Mav, 
1928. 

(Sgd.) CARRIE B. NAVE, 

[seal.] Sot ary Public. 

My Commission expires January 23, 1932. 


Now. June 7, 1928. the foregoing Petition for Review cer¬ 
tified from the record as a true-copy. 

[Seal: V. S. Board of Tax Appeals, 1924.] 
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j Clerk JJ . S. Hoard of Tax Appeals. 

Filed May 29, 1928. United States Board of 

Tax Appeals. 


Docket No. 6035. 


Paducah Water Company, Petitioner, 

vs. 

David II. Blair. Commissioner of Internal Revenue, 

Respondent. 

Statement of Evidence. 

The above entitled cause came on for hearing before Hon. 
John M. Sternhagen, Member of the United States Board 
of Tax Appeals, on the 26th day of April, 1926, the peti- 
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% tioner being represented by its counsel, Andrew T. Smith 

and Virgil Y. Moore, and the respondent bv his counsel, 
A. H. Fast. I 

Muscoe Burnett testified, among other things, that he was 
President of the Paducah Water Company and had been 
since 1921; that he had been employed bv| the Paducah 

► Water Company since 1887, during all of which time he had 
had charge of the company's books; that in 1919 the City 
of Paducah was negotiating for the purchase of the com¬ 
pany’s water plant, and that under the company’s contract 
with the City the said City had an option to purchase, the 
price to be arrived at under an arbitration clause providing 

y that the City should appoint an engineer to represent it 

and that the company should appoint an engineer to rep¬ 
resent it; that such engineers should appraise the prop¬ 
erty, the two should appoint a third engineer, and the 
40 majority report should be binding on;the City and 
the Company and should become the sales price of 
r the property. Pursuant to this contract the; company ap¬ 

pointed Alvord, Burdick & Howson of Chicago, whose rep¬ 
resentative, Mr. Mathews, assisted by Mr. Pfowson of the 
firm in person, made an inventory of all the property and 
an appraisal thereof. 

On January 8, 1926, Alvord, Burdick & Howson made an 
inventory of the company’s property as of March 1, 1913. 

► The company's books correctly reflect the additions to and 
deletions from the company’s plant from March 1, 1913, 
to and including the vear 1919. The witness was thoroughly 
familiar with the details of the Water Plant! on March 1, 
1913. The inventory as made bv Alvord, Burdick & How- 
son correctly stated the property in place as part of the 

► plant o?i that date. 

In 1919, when Alvord, Burdick & Howson,! representing 
the company, made an appraisal, Burns & McDonald, En- 
k gineers, of Kansas City, representing the City, made an 

inventory of the plant and an appraisal thereof. There 
was practically no difference between the results arrived 
k at by ihe two sets of engineers, and the price I they reached 

was agreed upon as the fair value of the platat which the 
City was to pay if it desired to exercise its option to buy. 

' The witness having been with the company since the fall 

of 1887. having been in charge of its operations during most 
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of that time, having lived in the *' ity of Paducah where it 
o]>erated its Water Plant, practically all his life, 

41 testified that he was familiar with the fair market 
value of its plant. He expressed the opinion that 

such fair market value on March 1, 1913, was between 
$(>30,000.00 and $700,000.00 He based his opinion upon the 
depreciated value of the plant as worked out by various 
engineers, the value of the company's stocks and securities, 
an 1 tlu* earnimrs of the company prior to 1913. The Pity 
failed to purchase the plant at tlie appraised valuation 
fixed hv en.irinoers in 1919 for the reason that it did not 
have the money, and further that it was prevented by reason 
of a constitutional limit of indebtedness from borrowing 
sufficient money with which to pay for the plant. 

Mr. William Martin Mathews, hein.i*- called as witness 

in behalf of appellant, testified annum other thing's that 

he was a (’ivil Knuineer, having graduated from the Uni- 

versity of Wisconsin in 190S. worked thereafter with the 

Chicago ik Alton Ratlwav, thereafter for the Sanitarv Dis- 
* • • 

trict of Chicago, thereaft(*r for the Robert Grace Contract¬ 
ing Conijiany, thereafter for two years of service in the 
United States Army, and thereafler on his return to the 
United States with Alvord. Burdick *k llowson until the 
time he was testifying, lie had made appraisals and inven¬ 
tories for valuation, of Water Plants in Sterling, Shreve¬ 
port, West St. Louis. Kankakee and Peoria, Illinois; Haven- 
port, Iowa, and Paducah, Kentucky. His employers, Al- 
vord. Burdick vk llowson, specialized in the valuation of 
water works. Mr. Alvord, senior member of the firm, de¬ 
veloped the method of computin': "‘oiiii** value, known as 
“Alvord's Method." used by some State and Public Utili¬ 
ties Uommissions in determining the i**oim: value of 

42 utilities. 

The witness made an inventorv and an appraisal of 
the property of Paducah Water Company some time in the 
year 1919. He was assisted by Mr. llowson of the firm. 
He personally made a detailed inventory of the entire plant 
and equipment. After making the inventory, with the as¬ 
sistance of Mr. llowson, he appraised it by the method 
known as the cost of reproduction of the property as it ex¬ 
isted at the date of the inventory. In 1919, prices were 
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more or less unsettled, due to the war just being concluded, 
so two valuations were made of the property], one on a so- 
called pre-war basis of prices as of 1913 and (me on a pres¬ 
ent price basis as of October 1, 1919. 

Thereafter the witness made an inventory and appraisal 
of the property as of 1913. lie based his inventory as of 
1913 on the inventorv as of 1919, from whichiwas deducted 

• # i 

such additions as had been made since March] 1, 1913, The 
record of such additions was taken from the books in the 
company’s office. 

Having made the inventory and valued the property on 
the basis of its reproductive cost on March 1.] 1913, he then 
calculated the depreciation of the property to March 1,1913. 
The age of each piece of the company’s property at March 
1, 1913. was determined in some cases by the hame plate on 
the particular machine which gave the date] when it was 
installed, in other cases by the company’s records. An in¬ 
spection of the property showed the care taken of it and 
the usefulness of its different parts, the] useful life of 
43 the different items of property being fjairly well es¬ 
tablished by engineering experience. (laving found 
the age of the property and estimated its useful life, both 
by the experience of other machines of the shine kind and 
by personal inspection of the particular machine, a deprecia¬ 
tion rate of the property was arrived at and the reproductive 
cost less that accrued depreciation resulted in!the witness’s 
appraisal as of March 1, 1913. The witnessfiled as part 
of his testimony the appraisal so made by him and other 
representatives of Alvord, Burdick & Howsoii. 

The witness further testified as follows: 


“By Mr. Moore: 

i 

“Q. This appraisal shows, Mr. Mathews, a value of the 
company's properties, that is, its physical property, as of 
March 1, 1913, of $670,580.00. Is that the correct value? 
A. Yes, sir.” 

i 

i 

The witness continued: The appraisal as of; 1919 showed 

i 

a total value of the company’s physical property of $965,- 
000 . 00 . * * | 

In the office of Alvord, Burdick & Howsoh a record is 
kept of the cost of all items necessary to go iinto a water 
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plant, such record showing the cost in each year from per¬ 
haps 1900 down to the present time. The witness bases 
reproductive cost in 1913 on that record of the cost in that 
year of items necessary to go into a water plant. 

The fair market value of this plant on March 1, 1913, 
would approximate the total shown by the appraisal. Re¬ 
production cost as calculated by an appraisal like 
44 this one is the basis used to determine the sales price. 

Theoretically, the market value would be the cost of 
reproduction. Actually, they are very close together. 

L. R. Howson, introduced by appellant, testified among 
other things that he had been a consulting engineer of the 
firm of Alvord, Burdick & Howson for eighteen years; that 
the firm has been specializing in all phases of municipal 
engineering, largely water supply, taking in the design, 
construction and valuation of water plants: that the firm 
has appraised some 150 water plants throughout the coun¬ 
try. and such appraisals were made for purchase valuation 
and for rate making. 

The witness further testified as follows: 

“A. In 1919, my firm was employed by the Paducah 
Water Company to make an inventory and valuation of its 
properties and to represent the company in an arbitration 
proceeding, by which the city was endeavoring to take over 
the privately operated company, under its franchise pro¬ 
visions. This detailed inventorv and valuation was made 
as of October 1, 1919, of the property as it existed as of that 
date. 

“In applying the unit prices of that valuation, two sets of 
prices were used. One set of prices used were the unit 
prices prevailing in 1913, and the other were the unit prices 
prevailing in 1919. 

“Subsequently, early in this year, we were asked to value 
the property as of March 1, 1913. To do that, it was neces¬ 
sary for us to ascertain what parts of the property repre¬ 
sented in the 1919 inventorv and the valuation had been 

• 

built in the period between March 1, 1913, and October 1, 
1919. Mr. Mathews was accordinglv sent to Paducah to 
ascertain what that additional construction consisted of, 
and after learning the facts, those items were deducted 
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from the 1919 valuation, and the valuation introduced here 
in evidence as Exhibit Xo. 2 was the result',. 

“Q. Then, if I understand you, sir, this appraisal 

45 represents the reproductive cost of the property 
actually in place at Paducah in 1913, less accrued 

depreciation of that property? A. That is fight. 

“Q. At that time? A. That is correct. j 
“Q. Now, Mr. Howson, this appraisal shows a total valu¬ 
ation of that property as of March 1, 1913, of $670,580; is 
that correct? A. Yes, sir; that is correct. 

“Q. Is that a correct valuation of the property as of that 

time? A. Yes, sir. ! 

^ 7 m \ 

“Q. Now, Mr. Howson, knowing that thatj property has 

been appraised by the method which you have described, to 
have been worth on March 1, 1913, approximately $670,000, 
what, in your opinion, is the fair market value of that prop¬ 
erty as of March 1, 1913? A. I believe the figures there 
given, approximately $670,000, are the fair market value of 
that property as of March 1, 1913. ! 

“Q. 1 will ask you, Mr. Howson, whether from your ex¬ 
perience with water works plants, the sales price has been 
almost invariably arrived at by taking such appraisal as 
this one, the reproductive cost method? Ai Yes, sir; in 
my experience, I think without exception. | 

“Q. Will you give me tlie benefit of the list of the trans¬ 
fers of water works properties with which you have been 
connected, where the market price was fixed bv just such an 
appraisal as this one? A. I have a list her^ of some 27 
cities in which water works property has beeii transferred 
as the result of appraisals by this same cost of reproduction 
method. All except one of those are cases in which my own 
firm has been represented as one of the appraisers. In 
about ten of those cases I represented about oijie side or the 
other. | 

46 “Q. Will you give us the dates and the names of 
those transactions? A. The ones in which I person- 

. ally was engaged on, or the ones that the firm has been en¬ 
gaged on ? | 

“Q. All in which your firm has been engaged? A. This 
may not be a complete list, but it includes the Paducah 
Water Works, 1899; in 1900, Sheboygan, Wisconsin; in 
1902, Mobile, Alabama; in 1902, Rogers Park, Illinois; 1902, 


PADUCAH WATER CO. VS. C0MMR. OF IXT. REV. 


32 


Flint, Michigan; 1904, Omaha, Nebraska; 1906, North 
Platte, Nebraska; 1906, Council Bluffs, Iowa; 1907, Fergus 
Falls, Minnesota: 1908, Fort Smith, Arkansas; 1909, Macon, 
Georgia; 1909, Knoxville, Tennessee; 1911, Kaeine, 'Wis¬ 
consin: 1912, Lemars, Iowa; 1914, Charleston, South Caro¬ 
lina; 1916, Galena, Illinois; 1916, Lake Charles, Louisiana; 
1916, Quincy, Illinois; 1917, Mayfield, Kentucky; 1917, 
Crosby, Minnesota- 

“Q. Just a minute. How far is Mayfield, Kentucky, from 
Paducah, Kentucky ? A. I would say approximately 20 
miles. 

“Q. Were you personally connected with that transfer? 
A. Yes, sir. I testified in the—this was a proceeding before 
the court to determine the value of the property for trans¬ 
fer to the Citv of Mavfield. 

• • 

“Q. What was the basis of that value as determined? A. 
The cost of reproduction, made in this same way. 

“Q. Go ahead. A. The property was transferred at the 
nearest thousand dollars to the price fixed in the value, to 
which both Mi*. Alvord, the senior member of our firm, and 
I testified. 

“Q. You may go ahead, sir. A. In 1919, Des Moines, 
Iowa: 1919, Chippewa Falls, Wisconsin: 1919, Oskaloosa, 
Iowa: 1921, Orlando, Florida: 1922, Sebring, Florida: 1922, 
Tampa, Florida. 

“Q. Is that all? A. 1 have another one on the list, that I 
became connected with after tin* transfer. 

47 “Q. Are you familiar with the transfer? A. Yes, 

sir. 

“Q. What was that one? A. That was Ashland, Ken¬ 
tucky, a case in which the city took over a privately oper¬ 
ated water works after a valuation made just as this was 
made, but which later went through the courts. 

i4 Q. Now, Mr. Howson, if I understand you, in all of 
those cases, the sales price of those properties was fixed 
from an appraisal made just as this one? A. Yes, sir. 

“Q. Was there any considerable variation in any of 
those cases in the sales price as agreed on and the actual 
figure of your appraisal ? A. 1 would say that there was 
no considerable variation in any, and in practically all of 
them these properties were transferred at just the price 
fixed. 

“Q. By your appraisal? A. Yes, sir.” 
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John W. Alvord, being* introduced as witness by appel¬ 
lant, testified that be was senior member of the firm of 
Alvord, Burdick & Howson, had been a consulting engineer 
for thirty-five years and had been in the active practice of 
engineering for forty-six years. His principal practice 
had been municipal public works, public health, sanita¬ 
tion, water supplies, and valuation. He had bhen employed 
by the United States Government to represent it in engi¬ 
neering negotiations in Chicago. He commenced the valu¬ 
ation of water-works plants about 1898, and from that 
time on lias given that work a good deal of attention. His 
office has valued probably 150 plants, costing! perhaps two 
hundred million dollars. He visited Paducah and 
48 looked over the plant of the Paducah j Water Com¬ 
pany in 1919, left the actual inventory jjmd appraisal 
to his partner and subordinates, and when tjhe same was 
completed, looked it over, criticised it, and! finally sub¬ 
mitted it. The appraisal was made on what! is known as 
the reproductive cost less accrued depreciation method. 
The witness was familiar with that method |as described 
by Mr. Howson and Mr. Mathews in their testimony. That 
method was followed in the making of this appraisal. 

The witness further testified: 

. | 

“Q. As a result of the application of thjat appraisal 

method, Mr. Alvord, 1 find you reach a value of the physi¬ 
cal assets of this company as of March 1, 191{3, in the sum 
of $()70,5S0; is that correct l A. Yes, sir. 

“Q. Knowing that value as reached by this!appraisal by 
the reproductive cost less accrued depreciation method, I 
will ask you whether or not that figure constitutes the fair 
market value of that property as of March l,i 1913? A. I 
believe it does; yes, sir. 

“Q. In your experience in the transfer of public utilities, 
how is the sales price of such utilities arrived at? A. So 
far as I recall, I do not remember any transfer of water 
works public utility that has taken place without a pre¬ 
liminary appraisal of some kind, such as was made here. 
1 might, perhaps, qualify that by saying that since the year 
1890 or 1895, because, prior to that time, thepe was more 
or less guess work about these properties. 
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“Q. In the year 1913, Mr. Alvr.nl, if I understand you, 
the method of arriving at market value as almost exclu¬ 
sively, or perhaps exclusively, the reproductive cost ap¬ 
praisal method? A. Yes, sir. 

49 “Q. Is that correct ? A. Yes, sir. 

“Q. You heard Mr. Howson read that list of cases 
with which your office had been connected, where public 
utilities were transferred ? A. Yes, sir. 

“Q. Are you familiar with that list of cases? A. \es, 
sir; l am familiar with all of them. In practically all of 
them, 1 took part. 

“Q. That commenced, I believe, in 1898, and continued 
down to 1925, and covered perhaps thirty cases. Were 
there instances amongst those cases where the transfer was 
made on any other basis except the reproductive cost ap¬ 
praisal method? A. Xo, sir: 1 do not think there was. 
That is, they were always preceded by an appraisal of 
some kind. 

“Q. Well, in the sales prices as ultimately agreed upon 
in those cases, was there any considerable variation from 
the exact figure reached by the appraisal? A. Xot in those 
cases, with the exception, perhaps of minor considerations, 
the adjustment of time, perhaps, or the adjustment of 
minor supplies or little affairs between the company and 
the city, that we finally put into the figure, which might 
have changed it some, but practically the basis was the 
appraisal made.” 

Mr. F. W. Katterjohn wa s then introduced as a witness 
and testified that he had been engaged in the contracting 
business in Paducah since 1882, and in such capacity in¬ 
stalled all of the masonry work included in the construc¬ 
tion of the original plant of the Paducah Water Company. 
He was familiar with the additions made to the plant after 
the installation of the original plant up to and including 
March 1, 1913. In,the course of the installation of addi¬ 
tions he was called in in an advisory capacity. He 
50 was familiar with the cost of the plant. He wa> 
elected Mayor of the City of Paducah in November, 
1919, and took office on the first Mondav of Januarv, 1920. 
Negotiations were then in progress for the purchase of the 
plant. The price of $970,000.00 fixed by the engineers had 
been agreed upon by the City’s Counsel as a fair price 




"r>U!51AHI2BD ESTITUT3 
APPRAISAL OF THS P:tO?;-SETI2S 

OF THE 

PADUCAH *1723 COKPAJJY 
48 OF HA3CH 1 # 1915* 


Itaa Description 

3e8l Estate 
Intake 

Main Station Building 
The Brick stack 
Tho Duplex Units 

Six !!.G*P.D. DeLavel low Service Unit 
Bight " " High - 

Fire " " 

The Ho, 1 Holly Ptoplng Engine 
The Ho*' 2 * * 

Auxiliary Equipment 
Pipe in station 
Pipe in Station Yard 
Soilor8 In Main 3uilding 
The How 3oiler House 
The Steel Stack. 

The Stirling Boiler und Cohere 
Steel Coagulating Basin 
Concrete Coagulating Basin 
The Solution House 

Filter Building* Filters & Clear tToII 
The Standpipe 
Pipe in Street Mains 
Specials in Street Hains 
Laying Hains 

Cutting Through Pcveaents 
Steam Hailroad Crossings 
Street Hallway Crossings 
Miscellaneous crossings 
Valves and Talre Boxes 
Fire Plugs 

Meters and Moter Vaults 
Miscellaneous 



Depre- 

oia^n 


Present 
sforth * 


52,500 

0 

52,600 

22,080 

3,030 

19,0^0 

27,07Q 

3,150 

23,930. 

2,750 

850 

i.aqo 

8,000 

1,010 

6,990 

5,020 

490 

4,530 

7,040 

680 

6,360 

5,030 

490 

4,540 

12,500 

3,850 

8.650 

17,500 

910 

16,590 

12,850 

1,070 

11,780 

11,090 

570 

10,520 

6,260 

110 

6,150 

10,750 

3,480 

7,270 

14,110 

150 

13.945 

6,520! 

450 

6.040 


12,680 

24,880 

29,720 

2,600 

39,090 

14,950 

98,900 

5,940 

60,030 


460 

2,770 

70 

330 

3,070 

4.900 

1,630 

100 

990 


12,220 
22, no 

29,660 

2,270 

36,020 

10,050 

97,270 

5,640 

59.040 


2,260 

1,170 

310 

3,250 

13,050 

8,260 

20.000 

V5 B ,T 3ff 


40 

20 

10 

430 

1,710 

830 

|377>3§ 


2,240 

1,160 

300 

2,820 

11,340 

7,430 

20,000 


Preliminary Cost 
Engineering & supervision 
'dainistrative Costs 
Contingent Coats 

38 Lost Interest During Construction 

39 Going Concern Value 10£ 

Total, 


8,370 0 8,370 

27,910 11,880 26,030 

11,160 750 10,410 

22.330 ! 1,510 20,820 

657 ,953 ’ 586,170 

25.120 ! 1.670 23,450 

65 5 7 Sgff 5055 C'3??B25 

00.960 

■ m - ■ m Ti i mm 

£670,680 


* Aa of Kerch 1, 1913. w 
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•» 

% 

< • 

Itec&fto. 1 And. I tone J!os. 34 to 39, inclusive, «ppesr in 

i 

said appraisal aa follows: 


"Item 5o. 1, 


Prel.mlnr.ry Cost 


This Item io taken as of 
Iteme 2 to 34, inoluaive, and amounts to 


Pre-war 


$ 8,370*00 


50 D3P3EC1ATI05 


"Item To. 2. 


Per-1 Rotate 


The real eatote holdinga of the company 
hare boon eppraiaed by disinterested local 
real eatate men aa follows: fa) Land on 
which plant ia located - 

Lota 32, 33, 34, and 35 in Block 7, hav-| 

ing a total frontage on 1st Streot of 

231* - 0", and a depth of 173* - 15” O $175. $40,500.00 


Pour lots 57* - 9” deep fronting on 
Kentucky Avonue, having a total frontage 
of 170* - 9” 

Present worth 

50 DEPRECIATION 


12,000.00 


r It«m 5o. 34. 


Xiaoelloneoua Inventoriea 


This it act includes office equipment, 
typewriters, adding machine, safe, desks, 
chairs, file oases, counters, and other 
miscellaneous office equipment. 

There is also laoluded oast iron pipe 
and specials, valves, fire plugs and mis¬ 
cellaneous tools and supplies, hpare parts 
for the turbines aro kept in stock at the 
plant on First Street. 

The total shown here for ’Hiscellaneous 
Inventories? is an average of yearly inven¬ 
tories as shown by the record of the Paducah 
7ater Company, 


$20,000.00 


50 DEPRECIATION 

’ Item 5o. 38. Cost of 

vipion. 


:ineei 


Super- 


The8e costs to begin with the surveys and 
preparations of such detailed plans aw are 
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Commiesioner of Internal* * 
Revenue• 


I 







finally agreed upon,In the franoiiisc require- 
aentsa nnd end with'the completing and plac- i 
log the plant in operation* 

I 

It oorers the following itenc:- 

(a) Salaries and Expenses of Superintendent ! 

and Engineering ?oroe* 

(b) Preparation of detail.Plans* 

(cl Preparation of Sopclfloatlons* 

(d) Preparation and Letting of Contracts. 

(ol Setting of Lines and Grades* 

(fl Inspection of .fork. 

(g) Satina tea of Contractors* 

(h) Purchase of Haterlal qjuJU Supervision 

of Labor where it is not contracted*; 

(I) Pinal Tests and Adjustment of Contracts* j 

(J) The Placing of the Plant in Successful 

Operation* 

And in general * all the ordinary engin- ! 
earing, superintendence and technical manage- j 
meat of the construction* 

• i 

This item is taken as 9% of items 2 to M 
inclusive and amounts to - 

DEPRECIATION* 


Present Worth. 


"Itma WO* 36* General Admini at retire Costs * 

Including the salaries and expenses of 
the Company*s officers, accountant**, and 
attorneys during the period of construction, 
commencing at the end of the time covered by 
preliminary oosts^and oontlnning ter-the time : 
when the plant la put in successful operation.! 

These costs include 


(1) Salaries of General Officers* 

(2) Salaries and Expenses of Offlo# Assistants. 
(51 Coat of Accounting* 

(4) Legal Advioe* 

(5) Bent and Of floe Bxpensoa* 

This item is taken as ZjL of It 
2 to 24 inclusive and amounts to - 
DEPRECIATION* 


Eo. 477/B* 

Paducah water Company, 

vs* Appellant, / dti&t 
Coanlsaloner of Internal1 0 

Revenue* 


S3. 


Present worth 


Pre-war 


#27*910*00 

1*680*00 

#26*050*00 


11,160.00 

750*00 

#10*410*00 





i 



I 



- SU- 


*Itcp Bo* 57, Contingent Costs, 

Being ell cost growing out of omissions j 
or unforeseen changes or create taring con* 
etraation. • 

This Item should include:- 

. * • ' i 

i 

• • j 

(1) Changes in construction dot to tmfore- I 
seen obstacles dereloped during the 
progress of the work, 

(S) Bias In prices of material or labor abort 
normal, 

(5) Financial ranic8. 

(4) Inclement Ooather Causing Belays, . 

(6) - Floods causing both an actual Property j 

Loss and Unavoidable Belays* 

(6) . • Failure of Contractors, 

(7) Especial unforeseen Difficulties 

encountered in Beep Excavations, 

(8) Strideo, 

(9) Litigation, i 

(10) Taxes and Assessments on Beal Estate 

end Personal Property, i 

( 11) Insurance, 

And, in general, all coats which exper¬ 
ience has shown oust be allowed for by a pm- 
dent men engaging in a large eonatruotive an- j 
terprl8e over and above that whloh can be 
spoolfloally enumerated, 

. This Item Is taken as 4> of ltcr.a 2 to 
34 inclnaive and amounts to * 

D2PEBCIATIOT, 

Present Torth, 

»It<a Bo, 88, Lost Interest Boring Construc¬ 
tion, 


This item la computed upon the theory 
that all of the moneys required for Prelim¬ 
inary Costa and Beal Estate, materials and 
labor; Engineering and Superintending Costa, 
General, Legal and Contingent Coats are ex¬ 
pended in growing amount prior to and during 
the period of construction. 


This item amounts to - 
D2PSSCIATI0H, 


Bo, 4778, 

Baduceh tfater Company, £U- 

' re*•Appellant, . \~T' ^ 
Commissioner of Internal) v 


Present forth 

i 

i 

i 


I 


Pre-war 


$22,330,00 

1,310,00 

$20,820,00 


$26,120,00 

1.670,00 

$23,460,00 








« 

% 


-t 

4 


*■ 



1 

i 

* 
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PADUCAH WATER CO. VS. COM MR. OF IXT. REV. 

I 

and the purchase would have been made j at that price 
could the City have obtained the money withl which to pur¬ 
chase. The witness was familiar with the conditions gen- 
erallv in Paducah in 1913. He was familiar with the fair 
market value of the company’s physical assets on March 
1, 1913. In his opinion, the fair market lvalue of such 
physical assets at that time was $650,000.00. j 

He arrived at the $650,000.00 valuation by considering 
the improvements as made on the original plant, the in¬ 
creased holdings of real estate, and very large ones, on 
either side of it and the general improvement. His opinion 
as to the 1913 value was based upon what hie believed the 
plant to be worth in 1919. It had been enhancing in value 
all along. He was familiar with the company’s earnings 
and based his opinion in part upon its earning capacity. 
He was familiar with earnings only for 19120, 1921, 1922 
and 1923. In his value of $650,000.00 he did not figure 
any good will or franchise value. He did include the prop¬ 
erties that they were owning there, the lots land improve¬ 
ments thereon, and the mains and basins, based to some 
extent on the earnings that they showed to t|he city. 

The said appraisal offered in evidence and hereinabove 
referred to, contained as its first page the following sum¬ 
marization : 

i 

| 

(Here follow diagrams marked pages 51, 52> 53, and 54.) 


i 

* 

* 


55 '‘Item No. 39, Going Concern Value , Pre-war. 

When the cost of reproduction is used to determine the 
value of the plant, the doing Concern Value jis the cost of 
reproducing the income and business of the Company 

j 

This item amounts to ..^.$60,960.00” 

i 

For the purpose of computing depreciation accrued up 
to March 1, 1913, the said appraisal fixed the juseful life of 
the various items therein contained and not detailed above 
as follows: 


Item No. 3 (a), (b), (c) and (d )—10 yeats. 

years. 

* 

Item No. 4—60 years. 

Item No. 5—50 years. 


( e )—100 
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Item No. 6—10 years. 

Item Xo. 7—30 years. 

Item Xo. 8—30 years. 

Item Xo. 9—30 years. 

Item Xo. 10—50 years. 

Item Xo. II—30 years. 

Item Xo. 12—40 years. 

Item Xo. 13—7)0 years. 

Item Xo. !-!—77) years. 

Item Xo. 17)—27) years. 

Hem Xo. 10—40 years. 

* 

Item Xo. 17—20 years. 

Item Xo. IS—30 years. 

Item Xo. 19—10 years. 

Item Xo. 20—77) years. 

Item Xo. 21—40 years. 

Item Xo. 22—7)0 years. 

Item Xo. 23—7)0 years. 

Item Xo. 2-!—OS years. 

Item Xo. 27)—98 years. 

Item Xo. 20—98 years. 

Item Xo. 28—98 years. 

Item Xo. 29—98 years. 

* 

Item Xo. 30—98 years. 
Item Xo. 31—7)0 years. 
Item Xo. 32—50 years. 
Item Xo. 33-years. 


The foregoing statement is the substance of all the evi¬ 
dence adduced at the trial of the above styled proceed¬ 
ed ing, affecting the issues raised by the petition for 
review herein. 

(Slid.) AXDRKW T. SMITH. 

(Xgd.) i VIRGIL V. MOORE. 


It appearing that the foregoing contains the substance 
of all the evidence given on the hearing of this proceeding, 
affecting the issues raised by the petition for review herein, 
and it further appearing that said statement has been on 
file in the Board's office since Mav 11, 1928, and that notice 


of filing same and copy thereof were duly served on ap¬ 
pellee, on the day of said filing, the statement is hereby 


PADUCAH WATER CO. VS. COM MR. OF INT. REV. 


37 


approved and directed to be Hied as a| part of the record 
in this case. \ 

Bv the Board, tliis the *29th dav of Mav, 1928. 

J. M. STEINHAGEN, 

Member United States Hoard \of Tax Appeals. 

Approved 5/26/28. j 

C. M. CHAREST, ! 

A tty. for Respondent. I 

Xow, June 7, 1928, tlie foregoing Statement of Evidence 
certified from tlie record as a true copy. i 

t 

[Seal of U. S. Board of Tax Appeals] 1924.] 

B. D.iGAMBLE, 

Clerk U. S. Board of Tax Appeals. 

57 Filed Mav 11, 1928. United Stated Board of 

Tax Appeals. | 

United States Board of Tax Appeals. 

Docket Xo. 6055. 1 

1 

Paducah Water Company, Appellant, 

1 

V . 

| 

David II. Blair, Commissioner of Internal Revenue, 

Appellee. ! 

1 

To the Clerk of the United States Board of Tax Appeals: 

i 

You will please prepare and, within sixty idays from the 
date of the filing of the petition for review in the above 
stated case, transmit to the Clerk of the Court of Appeals 
of the District of Columbia certified copies of the following 
documents: 1 

1. The docket entries of proceedings before the United 
States Board of Tax Appeals in the above styled case. 

2. Pleadings before the Board. 

3. Findings of fact, opinion, and decision of the Board, 

and its order of date March 16, 1928. ! 

i 

4. Petition for review. 

i 

5. Statement of the evidence. i 
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Item 

No. 

o- 

-40 

vears. 

11 em 

Xo. 

t — 

-30 

years. 

Item 

No. 

S - 

-30 

years. 

Item 

Xo. 

9- 

-30 

vears. 

• 

Item 

Xo. 

10- 

-50 

vears. 

• 

Item 

No. 

11- 

-50 

years. 

Item 

No. 

12- 

-40 

vears. 

• 

Item 

No. 

13- 

-50 

years. 

T t em 

Xo. 

14- 

-75 

vears. 

• 

Item 

Xo. 

15- 

-25 

years. 

T t em 

Xo. 

10- 

-40 

vears. 

• 

Item 

Xo. 

17- 

-20 

years. 

It (‘in 

Xo. 

18- 

-30 

years. 

Item 

Xo. 

19- 

-40 

years. 

Item 

No. 

20- 

-75 

years. 

Item 

No. 

21- 

-40 

years. 

Item 

No. 

•)0_ 

-50 

years. 

Item 

No. 

23- 

—50 

years. 

Item 

No. 

24- 

-98 

vears. 

• 

Item 

No. 

25- 

-98 

years. 

Item 

Xo. 

20- 

-98 

years. 

Item 

Xo. 

28- 

-98 

years. 

It (an 

Xo. 

29- 

-98 

years. 

Item 

Xo. 

30- 

-98 

vears. 

• 

Item 

No. 

31- 

-50 

years. 

11 em 

Xo. 

32- 

-50 

years. 

Item 

Xo. 

• >•> 

— 

vears. 


The 



forego in.sr statement is the substance of all the evi¬ 
dence adduced at the trial of the above styled proceed¬ 
ing, affecting the issues raised by the petition for 
review herein. 


(Ssrd.) 1 AXDRKW T. SMITH. 

(S.-d.) VIRGIL V. MOORE, 


It appearing that the foregoing contains the substance 
of all the evidence given on the hearing of this proceeding, 
affectinir the issues raised by the petition for review herein, 
and it further appearing that said statement lias been on 
file in the Board's office since Mav 11, 1928, and that notice 
of liling same and copy thereof were duly served on ap¬ 
pellee, on the day of said filing, the statement is hereby 


37 


i 

i 
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approved, and directed to be filed as a part of the record 
in this case. 

Bv the Board, this the 29th dav of Mav, 1|928. 

J. M. STEINHjVGEN, 

\ ' 

Member United States Board of Tax Appeals. 

Approved 5/26/28. I 

C. M. CIIAREST, | 

A ftp. for Respondent. 

i 

Now, June 7, 1928, 1 ho foregoing Statement of Evidence 
certified from tlie record as a true copy. 

i 

[Seal of U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerlx U. S. Board of Tax Appeals. 


57 Filed May 11, 1928. United States Board of 

Tax Appeals. 

i 

i 

United States Board of Tax Appeals. 
Docket Xo. 6055. 


Paducah Water Company, Appellant, 

v. 


David II. Blair, Commissioner of Internal Revenue, 

Appellee. 


To the Clerk of the United States Board of Tax Appeals: 


You will please prepare and, within sixty days from the 
date of the filing of the petition for review jin the above 
stated case, transmit to the Clerk of the Court of Appeals 
of the District of Columbia certified copies of |the following 
documents: 

1. The docket entries of proceedings before the United 
States Board of Tax Appeals in the above stiyled case. 

2. Pleadings before the Board. 

3. Findings of fact, opinion, and decision of the Board, 
and its order of date March 16, 1928. 

7 j 

4. Petition for review. 

■ 

5. Statement of the evidence. 


i 

i 

l 


i 
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The foregoing to be prepared, certified and transmitted 
as required by law and the rules of the Court of Appeals 
of the District of Columbia. 

Dated this the lltli dav of Mav, 1928. 

(Sgd.) ‘ ANDREW T. SMITH, 

(Sgd.) VIRGIL Y. MOORE, 

Attorneys for Appellant, 
Transportation Building, Washington, I). C. 

Now, June 7, 1928, the foregoing Principe filed by the 
petitioner certified from the record as a true copv. 

B. D. GAMBLE, 

Cirri: F. S. Board of Tar Appeals 

58 Filed May 18, 1928. Fnited States Board of 

Tax Appeals. 

Fnited States Board of Tax Appeals. 

Docket No. 6055. 


Paducah Water Company, Petitioner, 

v. 

Commissioner of Internal Revenue. Respondent. 

P nr ripe. 

To the Clerk of the Board of Tax Appeals: 

You will please include in the record to be certified to 
the Court of Appeals of the District of Columbia in the 
above-entitled case, in addition to the documents designated 
by the petitioner herein, certified copies of the following: 

1. Pages 2 and 3 and the first line of page 4 of the Re¬ 
porter’s Minutes of the proceeding held in Chicago, Illinois, 
on April 26, 1926. 

2. The first two paragraphs of the taxpayer’s argument 
recorded on page 86 of the Reporter’s "Minutes of the pro¬ 
ceeding held in Chicago. Illinois, on April 26. 1926. 

Dated at Washington, D. C., this 17th dav of Mav, 1928. 
(Signed) ' C. M. CHAREST, 

General Counsel Bureau of Internal Revenue. 
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Now, June 7, 1928, the foregoing Praecipe tiled by the Re¬ 
spondent certified from the record as a truelcopy. 

[Seal of U. S. Board of Tax Appeals, 1^)24.] 

B. I). GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

\ 

\ 

Endorsed on cover: Board of Tax Appeals. No. 4778. 
Paducah Water Company, appellant, vs. Commissioner of 
Internal Revenue. Court of Appeals, District of Columbia. 
Filed Jun. 22, 1928. Henrv W. Hodges, clerk. 
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In the Court of Appeals of the District 

of Columbia 

I 

April Term, 1928 


No. 4778 

I 

Paducah Water Company, appellant 

* i 

v. I 

I 

_ i 

Commissioner of Internal Revenue, appellee 

- i 

i 

APPEAL FROM THE BOARD OF TAX APPEALS i 


BRIEF FOE APPELLEE 


i 

PREVIOUS OPINION IN THE PRESENT CASE 

The only previous opinion is that of the United 
States Board of Tax Appeals (R. 12-19) which is 

reported in 5 B. T. A. 1067. I 

i 

JURISDICTION 

. 

The appeal in the above-entitled cause involves 
income and profit taxes for the calendar years 1919, 
1920, and 1921, in the sums of $999.74, $700.30,; and 
$1,529.26, respectively, and is taken from a decision 

i 

of the United States Board of Tax Appeals ipro- 
mulgated on the lltli day of January, 1927. (R. 





9 


12.) The case is brought to this court by petition 
for review filed on the 29th day of May, 1928 (R. 
21), pursuant to the Revenue Act of 1926 (Act of 
February 26, 1926, c. 27, Sections 1001, 1002, 1003, 
44 Stat. 9, 109, 110). 

QUESTION PRESENTED 

Did the Board of Tax Appeals err in holding 
that the basis for the determination of deprecia¬ 
tion allowances for the years 1919, 1920, and 1921 
on waterworks properties owned by appellant, on 
March 1, 1913, was the remainder of the total fair 
market value of the properties as of March 1, 1913, 
after subtracting from such total value sums repre¬ 
senting the following items: Preliminary cost, mis¬ 
cellaneous inventories, engineering and supervision, 
administrative costs, contingent costs, lost interest 
during construction, going-concern value and real 
estate, which remainder the Board found as a fact 
to be the value of appellant’s properties subject to 
exhaustion, wear and tear, and obsolescence ? 

STATUTES AND REGULATIONS INVOLVED 

Revenue Act of 1918, c. 18, 40 Stat. 1057, 1077, 
1078: 

Sec. 234. (a) That in computing the net 
income of a corporation subject to the tax 
imposed by section 230 there shall be al¬ 
lowed as deductions: 

***** 

(7) A reasonable allowance for the ex¬ 
haustion, wear, and tear of property used in 
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the trade or business, including a reasonable 
allowance for obsolescence. 

Revenue Act of 1921, c. 136, 42 Stat. 227j 254, 
255: | 

Sec. 234. (a) That in computing the net 
income of a corporation subject to the tax 
imposed by Section 230 there shall be al¬ 
lowed as deductions: 

(7) A reasonable allowance for the ex¬ 
haustion, wear, and tear of property uqed in 
the trade or business, including a reason¬ 
able allowance for obsolescence. In the case 
of such property acquired before MaVch 1, 
1913, this deduction shall be computed upon 
the basis of its fair market price or Value 
as of March 1,1913. i 

Regulations 45 and 62, Treasury Department, 
Articles 162 and 163: j 

Art. 162. Depreciable property. — Tlje ne¬ 
cessity for a depreciation allowance prises 
from the fact that certain property usfed in 
the business gradually approaches a jpoint 
where its usefulness is exhausted. Tile al¬ 
lowance should be confined to property of 
this nature. In the case of tangible prop¬ 
erty, it applies to that which is subject to 
wear and tear, to decay or decline from nat¬ 
ural causes, to exhaustion, and to obsoles¬ 
cence due to the normal progress of thq art, 
as where machinery or other property piust 
be replaced by a new invention, or due to the 
property becoming inadequate to the grooving 
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needs of the business. It does not apply to 
inventories or to stock in trade; nor to land 
apart from the improvements or physical de¬ 
velopment added to it. It does not apply to 
bodies of minerals which through the process 
of removal suffer depletion, other provision 
for this being made in the statute. See arti¬ 
cles 201-237. Property kept in repair may, 
nevertheless, be the subject of a depreciation 
allowance. See article 103. The deduction 
of an allowance for depreciation is limited to 
property used in the taxpayer's trade or 
business. No such allowance mav be made in 
respect of automobiles or other vehicles used 
chiefly for pleasure, a building used by the 
taxpayer solely as his residence, nor in re¬ 
spect of furniture or furnishings therein, 
personal effects, or clothing; but properties 
and costumes used exclusively in a business, 
such as a theatrical business, mav be the sub- 
ject of a depreciation allowance. 

Art. 163. Depreciation of intangible prop¬ 
erty :—Intangibles, the use of which in the 

trade or business is definitelv limited in dura- 

* 

tioiiy may be the subject of a depreciation al¬ 
lowance. Examples are patents and copy¬ 
rights, licenses, and franchises. Intangibles, 
the use of which in the business or trade is 
not so limited, will not usually be a proper 
subject of such an allowance. If, however, 
an intangible asset acquired through capital 
outlay is known from experience to be of 
value in the business for only a limited 
period, the length of which can be estimated 



0 


from experience with reasonable certainty, 
such intangible asset may be the subject of 
a depreciation allowance, provided the, facts 
are fully shown in the return or prior thereto 
to the satisfaction of the Commissioner^ 

STATEMENT OF FACTS 

| 

Appellant is a Kentucky corporation with prin¬ 
cipal offices at Paducah, Kentucky (R. 4, 8), ahd on 
March 1,1913, was the owner of waterworks prop¬ 
erties in Paducah, Kentucky, of the total fair-fmar- 
ket value of $670,580, of which $448,040 was the 
value of its properties subject to exhaustion, wear 
and tear, and obsolescence (R. 12). 

By letter dated June 11, 1925, the Commissioner 
of Internal Revenue advised appellant of a deter¬ 
mination by him of deficiencies in its income and 
profit taxes for the years 1919, 1920, and 1921, in 
the total sum of $3,229.30. (R. 7.) In determin¬ 

ing this deficiency the Commissioner took the figure 
of $189,625 as being the value of the property of 
appellant at the time of acquisition and depreciated 
this figure, plus additions, at the rate of 2 per cent 
per annum from 1888 to date, and refused to allow 

i 

any value as of March 1, 1913, save book value land 
refused to concede the correctness of the rate of 
depreciation of 2 : J per cent for the taxable years 
adopted by appellant as based on the remaining! life 
of the property after March 1, 1913. (R. 5,| 8.) 

On August 7, 1925, appellant filed with the Board 
of Tax Appeals an appeal from this determination 




by the Commissioner (R. 4), and in the answer of 
the Commissioner filed on August 31, 1925, the 
above facts, except as to the ownership and value 
of appellant’s properties, on March 1, 1913, was 
admitted, all other allegations being denied (R. 8). 
In its appeal three assignments of errors, desig¬ 
nated (a),'(b), and (c) were made by appellant, 
assignment (b) being as follows: 

(b) The Commissioner erred in depreciat¬ 
ing the taxpayer’s properties during the tax¬ 
able years on the basis of its cost, rather than 
on the basis of its value on March 1, 1913, 
viz, $718,970.00. (R. 4.) 

At the hearing held before a member of the 
Board in Chicago on April 26, 1926, appellant, 
through its counsel abandoned its assignment of 
errors except assignment (b) and conceded “that 
the rate of 2 per cent on the entire property of the 
Company, which was allowed by the Commissioner, 
is substantially correct.” (R. 10, 11.) The Com¬ 
missioner introduced no evidence before the Board, 
but appellant produced a number of witnesses who 
testified as to the fair market value of its prop¬ 
erties as of March 1, 1913, and introduced in evi¬ 
dence an itemized inventory and appraisal of its 
properties in place on March 1, 1913. made by Al- 
vord, Burdick & Howson, a firm of valuation en¬ 
gineers. The inventory was in detail and listed the 
items of property owned by appellant in 1919 and 
which were in place March 1, 1913, and the valua¬ 
tion thereof as of March 1, 1913, was arrived at bv 
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I 

I 

I 

i 

I 

/ 

I 

i 

the reproductive cost method, that is, the 19f3 cost 
of the items was taken as a basis, the age of the 
property was ascertained, and its useful life was 
estimated, and then from an inspection of the jprop¬ 
erties a rate of depreciation was arrived at, and the 
accrued depreciation to March 1, 1913, calculated, 

i 

i 

the difference between the 1913 cost and accrued 

i 

depreciation, being given as the 1913 worth 6f the 
items listed. i 

i 

The items of real estate and miscellaneous in¬ 
ventories were not depreciated. To the total of 
these items there was added certain items, desig¬ 
nated in the inventory as preliminary costs, engi¬ 
neering and supervision, administrative costs'^ con- 

i 

tingent costs, lost interest during construction, and 
going concern value, which items represent certain 
percentages of the total value ascertained as above, 
except that the item of lost interest during con¬ 
struction was arrived at upon the theory thgt the 
moneys required would be expended in growing- 
amounts prior to and during the period of construc¬ 
tion, and which items, except preliminary cost^ and 
going concern value were then depreciated,! and 
the total valuations of all item thus ascertained 
was given as the present worth as of March 1,1913. 
(R. 26-37.) | 

Upon all the evidence before it, the Board ihade 
the following findings of fact, which is here quoted 

in full: | 

On March , 1913, the petitioner was the 
owner of waterworks properties in Paducah, 

3SS45— 29-2 

I 

| 

i 
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Ky., the total fair market value of which as 
a whole was $670,580. Of this amount $448,- 
040 was the value of properties subject to 
exhaustion, wear and tear, and obsolescence. 
(R. 12.) 

The record does not disclose what valuation, if 

any, the Commissioner assigned to appellant’s 

properties as of March 1, 1913. The Board in its 

opinion (R. 13) states that the sum of $319,600 was 

found by the Commissioner and used by him as a 
•/ * 

basis for depreciation, but the record does not sup¬ 
port this conclusion, and the answer of the Commis¬ 
sioner to the appeal denies that he assigned to the 
property a valuation in this sum as of December 
31, 1912, but admits that he depreciated the sum of 
$189,625, plus additions, at the rate of 2 per cent 
per annum from 1888 to date. (R. 5, 8.) The judg¬ 
ment entered by the Board (R. 20) adjudged the 
same deficiencies as determined by the Conimis- 
sioner, and since no other question was involved, 
affecting the deficiency, save the March 1, 1913, 
value of the properties (R. 11), it would appear 
that if anv value, as of March 1, 1913, was used by 
the Commissioner as a basis for depreciation, it 
was equal to or greater than that found by the 
Board, and was the book value consisting of 
$189,625 and additions prior to March 1, 1913, 
depreciated at the rate of 2 per cent per annum, 
from date of acquisition. (R. 5.) 

From the decision of the Board appellant has 
appealed to this court (R. 21-26) and assigns as 
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error the action of the Board in finding that the 
March 1,1913, value of its depreciable property, as 
a basis for depreciation allowances for the taxable 

i 

years in question, was less than the total fair mar¬ 
ket value of its entire property as found by the 
Board. (R. 24, 25.) I 

i 

SUMMARY OF ARGUMENT 

I 

The Revenue Acts of 1918 and 1921 do not au¬ 
thorize a deduction on account of depreciation of 
properties or assets which are not as a matter of 
fact subject to exhaustion, wear and tear, o^ ob¬ 
solescence. The March 1, 1913, value to be ! used 

I 

as a basis for determining a depreciation allow¬ 
ance on property used in a trade or business and 
acquired prior to March 1, 1913, is restricted to the 

i 

fair market value on that date of assets which 
were in fact subject to exhaustion, wear and jtear, 
or obsolescence, and is not the same as the Mjarch 
1, 1913, value of the business as a whole foil the 
purpose of determining gain or loss upon a sale or 
other disposition thereof. The Treasury Depart¬ 
ment has consistentlv confined the allowance to 
depreciable property, and this executive construc¬ 
tion has received legislative approval by the re¬ 
peated reenactment of the statute without change. 

The Board of Tax Appeals properly excluded 
from the value, as of March 1, 1913, of depreciable 
property, as a basis for depreciation allowances, 
the items of preliminary cost, engineering ! ^nd 
supervision, administrative costs, contingent costs, 

I 

i 
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lost interest during construction, miscellaneous in¬ 
ventories, going-concern value, and real estate, 
such items not being subject to depreciation. 

The sole issue in this case is one of fact, and the 
Board of Tax Appeals having decided that issue 
upon evidence properly before it, and which evi¬ 
dence supports the decision of the Board, it is sub¬ 
mitted that this court will not disturb the Board's 
decision. 

ARGUMENT 

I 

The board properly confined depreciation allowances to 
properties subject to exhaustion, wear and tear, and 
obsolescence 

At the hearing of this case before the Board of 
Tax Appeals, counsel for appellant conceded the 
correctness of the rate of depreciation fixed by the 
appellee (R. 10-11) and the sole issue before the 
Board, and before this Court, is whether the Board 
properly limited depreciation allowances under 
Section 234 (a) (7) of the Revenue Acts of 1918 
and 1921 to the March 1, 1913, value of such prop¬ 
erties of appellant as were used in its trade or busi¬ 
ness and as were subject to exhaustion, wear and 
tear, and obsolescence. 

It is appellant’s primary contention that depre¬ 
ciation allowances upon projjerties owned on March 
1, 1913, are to be based upon the value of the prop¬ 
erties as a unit or going concern, as of that date, 
and in the same amount as the value of such prop- 
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erties as a unit or going concern would ha^e been 

i 

fixed, under Section 202 of the Revenue i^cts of 
1918 and 1921, as a basis for determining gain or 
loss upon the sale or disposition of properties owned 
prior to March 1,1913. | 

This view, it is submitted, finds no support! in the 
statutes nor in the purpose of allowing deductions 
for de]3reciation. j 

Section 234 (a) (7) of the Revenue Act qf 1918 
provides for— 


A reasonable allowance for the exhaustion, 
wear and tear of property used in the trade 
or business, including a reasonable allowance 
for obsolescence. * * * j 

Section 234 (a) (7) of the Revenue Act qf 1921 
is identical with the foregoing with the additional 
provision that— 

In the case of such property acquired be¬ 
fore March 1, 1913, this deduction slkall be 
computed upon the basis of its fair market 
price or value as of March 1,1913. 

The provisions authorizing deductions on account 
of depreciation apj^ear as one of a series of author¬ 
ized deductions from the gross incomes of taxpay¬ 
ers in the nature of losses and business expenses, 


and by the terms of these sections are obviously 
limited to such properties used in a trade or busi¬ 
ness, as are subject to exhaustion, wear and tear, 
and obsolescence, and do not pertain to any iassets 
owned or used in the business which are not qf that 

i 

character. 


i 
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The expression fair market value as of March l y 
1913, as appellant contends, assuredly means the 
same thing in Section 234 of the Revenue Acts of 
1918 and 1921 relating to depreciation allowances, 
as it does in Section 202 of these Acts, relating to 
gains or losses upon sales of property. The value 
in each case is to be that price for which a willing 
seller would sell and a willing purchaser would buy 
the property under inquiry. The difference in the 
matter of determining values under these two sec¬ 
tions, comes as to the properties to be valued. Un¬ 
der Section 234 the values involved are clearly 
limited to the values of properties which are sub¬ 
ject to depreciation and in Section 202 of these Acts 
the values to be established are confined to prop¬ 
erties sold or otherwise disposed of. A sale of a 
plant, as a going concern, would include every asset 
of value pertaining thereto, whether subject to de¬ 
preciation or not, and a determination of fair mar¬ 
ket value as of March 1, 1913, under Section 202, 
supra, in order to estimate gain or loss upon such 
a sale would include all such assets whether depre¬ 
ciable or not. 

The appraisement of the plant of appellant in the 
instant case was made upon the basis of its sale 
value as a going concern, by engineers whose busi¬ 
ness usually called for appraisement upon such a 
basis, and all the other evidence as to value was upon 
the same basis. It seems obvious that such an ap- 
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praisement would necessarily include many items 
not subject to depreciation. 

The Treasury Department in its construction of 
Section 234 (a) (7) of the Revenue Act of 19k8 and 

. I 

of later acts has consistently limited depreciation 
allowances to the cost or other basis of depreciable 
properties and has excluded assets which wejre sal¬ 
able but were not of that character. See Article 162 
of Treasury Regulations 45, Revenue Act of 1918, 
supra, which provides, in part: i 

Depreciable property. —The necessity for 
a depreciation allowance arises from the fact 
that certain property used in the business 
gradually approaches a point where itjs use¬ 
fulness is exhausted. The allowance should 
be confined to property of this nature.! 

This construction of Section 234 (a) (7) of the 
Revenue Act of 1918 has been adopted in identical 
language in Article 162 of Treasury Regulations 
62, 65, and 69, promulgated under the Revenue Acts 
of 1921, 1924, and 1926, construing Section 234 (a) 
(7) of said Acts, all of which sections are identical 
in this particular with the corresponding sections 
of the Revenue Act of 1918. This construction of 
the statute must be regarded as having become a 
part of the law’ itself by virtue of the repeated re¬ 
enactments of Section 234 (a) (7) in identical lan- 

i 

guage. Komada v. United States, 215 U. S.| 392; 
National Lead Co. v. United States, 252 U. S< 140. 


i 

i 

! 
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The items which appellant contends were im¬ 
properly excluded by the Board from the list of 
depreciable properties are four in kind: 

(a) Items J, 35, 86 , 37, and SS are estimated gen¬ 
eral expenses of preliminary costs, engineering and 
supervision, administrative costs, contingent costs, 
and lost interest during construction, and are often 
referred to as “overhead charges .” 

(b) Item 34, being miscellaneous inventories, in¬ 
cludes office fixtures and unused supplies; and is 
an average of yearly inventories. 

(c) Item 33, going-concern value, refers to the 
estimated cost of reproducing the income and busi¬ 
ness of appellant, in determining the value of its 
plant. 

(2) Items 2 consists of real estate which appellant 
eo it cedes is not depreciable. 

(Pp. marked 51, 52, 53, and 54 opposite p. 34 of 
Record and R. 35.) 

The general cost of construction of a plant not 
attributable to any specific properties, embraced in 
class (a) supra, are not properties at all but are all 
expenses incidental to the construction of a large 
plant, and assuredly answer none of the require¬ 
ments of Section 234 (a) (7) of the statutes. These 
expenses might, of course, form a part of the basis 
for a sale price of the plant but not being a part 
of the cost of any specific depreciable property and 
not of themselves being subject to exhaustion, wear 
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and tear, and obsolescence, were clearly subject to 
be excluded by the Board from the value of appel¬ 
lant ’s depreciable property. 

The evidence before the Board was that! these 
items, with the exception of lost interest during 
construction, were determined on a percentage 
basis of the total value of tangible property in 
place, including land admitted not to be depreci¬ 
able and did not pertain to any particular part of 
appellant’s plant. Expenses represented by these 
items being of a general character would not have 
to be repeated as the various parts and structures 
of the plant are replaced, and although some pf the 
expenses embraced in the items would have I to be 
repeated in case the entire plant should become ob¬ 
solete, a possible total supercession of this kind is 

i 

not taken into account. See Whitten’s Valuation 
of Public Service Corporations (1912), Sec. 405. 

This general principle is recognized by the inter¬ 
state Commerce Commission. It does not classify 

* 

as depreciable property for which depreciation 
charges may be properly included in operating ex¬ 
penses of telephone and steam-railroad companies 
such general expenses as interest during con- 

i 

struction, undistributed construction expenses, 
engineering and superintendence, law expenditures 
during construction, taxes during construction, ex¬ 
penses of general officers and clerks, miscellaneous 
construction expenditures, and other general ex- 





penditures, all of which items are embraced in the 
general expenses here involved. See Telephone 
and Railroad Depreciation Charges, 118 I. C. C. 
295, 356-367. In the case of railroads, there is an 
exception permitting the amortization of the entire 
property where it is shown that the life of the 
railroad is dependent upon a particular source of 
traffic, and that it must be abandoned upon ex¬ 
haustion of that source but in the instant case no 
such possible future abandonment is shown. 

In the case of Galveston Electric Co. v. City of 
Galveston, 272 Fed. 147, 169, a rate case, the Court 
excluded from the sum taken as a basis in deter¬ 
mining the annual depreciation allowance all over¬ 
head charges and said: 

On the other hand, when the matter of es¬ 
tablishing the depreciation annunity is con¬ 
sidered, the analytic process is employed, 
and the sum total of the value of the plant 
is resolved into its constituent items, so as 
to select those items making up the whole 
which are susceptible to depreciation. Un¬ 
der the influence of this process it is clear 
that the overhead items must be discarded in 
arriving at the annual depreciation allow¬ 
ance. 

That this disposition is sound as to such 
items as interest during construction, organ¬ 
ization expenses, law expense, etc., admits of 
no doubt, because under no kind of theory 
could they be supposed to be subject to de- 



preciation, and what doubt might arise with 
reference to the propriety of including engi¬ 
neering charges in these figures is at once 
dissipated when it is considered that the 
property will not be constructed again as an 
entirety, but is to be kept up by annual re¬ 
newals from time to time made, so that engi¬ 
neering, and other such overheads caused by 
the assembling of the plant, will not have to 
be provided against, because they will not 
be again incurred. 

In short, while, if the object of the depre¬ 
ciation annuity were to provide a fund suf¬ 
ficient at the end of a period of years to re¬ 
place the plant as an entirety, the percentage 
ought to be figured on the entire cost of the 
plant, including the overheads necessarily in¬ 
curred in assembling it, since the object is 
otherwise, and merely contemplates thej pro¬ 
vision of a fund out of which annual renewals 
and replacements can be made, none of these 
items ought to be considered in arriving at the 
annuity rate, for the same organization 
which runs the plant, the expense of vjhicli 
is provided for in the annual operating ex¬ 
penses, looks after, provides for, and takes 
care of the renewals. 

I 

The Supreme Court of the United States affirmed 
the decision of the lower court, 258 U. S. 388, 398, 
and said: 

Many items included in the overhead i cost 
of original construction may properly be ex¬ 
cluded in calculating the amount of the de- 
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predation annuity. AYe can not sav that 
the court erred in limiting the year's main¬ 
tenance and depreciation allowances to an 
aggregate of $115,245. 

Item 34, miscellaneous inventories, comprising 
class (b) supra, is an average of yearly inventories 
of office equipment and supplies and spare parts 
kept in stock. This item does not purport to repre¬ 
sent equipment and supplies on hand in 1919, 1920, 
or 1921 and which were acquired prior to March 1, 
1913. It does not appear whether or not appellant ‘ 
was allowed depreciation on such property owned 
by it in the taxable years in question, but from the 
evidence before it the Board could not assume that 
such property owned in 1913 had not been con¬ 
sumed or had not gone into repairs and renewals 
prior to the taxable years in question. That such 
item was merely an estimate as of March 1, 1913, 
is further evidenced by the fact that appellant’s 
own witnesses in the appraisal did not consider de¬ 
preciation in arriving at the amount thereof, and 
did not estimate or testify as to the probable life of 
the properties represented in such item or as to any 
accrued depreciation in 1913. The burden of proof 
was upon appellant, and it is submitted that under 
the evidence before the Board this item was clearlv 
subject to be excluded from the basis for deprecia¬ 
tion allowances in the taxable years in question. 

Appellant strongly contends that the plant as a 
whole must be considered for the purpose of deter- 
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mining depreciation and that its added value as a 
going concern designated as class (c) supra, must 
be included in the amount upon which depreciation 
is to be computed. Going-concern value, likej good 
will, is an intangible which inheres in the existence 
of a workable plant or an operating business. In 
cases of companies which have monopolistic Rights 
and hence can have no good will, going-concern 
value is frequently recognized. 

This item of value has been variously defined by 
the courts, text writers, and valuation experts.! See 
Secs. 580 and 636 Whitten’s Valuation of Public 

i 

Service Corporations, supra. One of the earliest 
expressions on the subject is that of Justice Bfewer 
in National Water Works Co. v. Kansas Ciiy, 62 
F ed. 853, 865, defining going value as: 

The fact that it is a system in operation, 
not only with a capacity to supply the city, 
but actually supplying many buildings in the 
city—not only with a capacity to earii, but 
actually earning—makes it true that!“ the 
fair and equitable value” is something in ex¬ 
cess of the cost of reproduction. 

Thus in its broader significance two distincjt ele¬ 
ments are recognized; a capacity to supply apd ac¬ 
tually supplying; a capacity to earn and actually 
earning, or, if expressed in terms of cost of repro¬ 
duction, the cost of converting an inert plant into 
a physically going concern and the cost of develop- 

i 

ing the operating plant into a financially successful 

i 

! 

i 

i 

i 

I 

• i 
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concern. Where an appraisal as in the instant case 
includes both overhead costs and a going-concern 
value, it is obvious that the latter does not include 
the cost of establishing the plant as a physically 
going concern but is confined to the cost of develop¬ 
ing the plant into a financially successful concern. 
Galveston Elec. Co. v. Galveston, 258 U. S. 388. 

There can be no doubt in this case that it was in 
this sense that going-concern value was used in the 
appraisal introduced in evidence before the Board 
(R. 35) and that this item of value was the value 
of a created income, and is analogous to the value 
of “good will” as used in valuations of competitive 
enterprises. Des Moines Gas. Co. v. Des Monies, 
238 U. S. 153. Appellant’s contentions as regards 
this item are, therefore, in the last analysis the same 
as those overruled by the Court in Red Wing Malt¬ 
ing Co. v. Will cuts, 15 F. (2d) 626, certiorari de¬ 
nied, 273 U. S. 763, where it was held that good will 
was not property subject to obsolescence under Sec¬ 
tion 234 (a) (7) of the Revenue Act of 1918. It is 
submitted that a like ruling by the Board in this 
case was correct. See also Landsberger v. Mc¬ 
Laughlin, 26 F. (2d) 77, and Haberle Crystal 
Springs Brewing Co. v. Clark, 20 F. (2d) 540, re¬ 
versed; C. C. H., 1929, Vol. Ill, p. 8148. 

Appellant conceded that land, as such, class (d) 
supra, does not depreciate, but asserts that an 
agreement was made in the matter of the proper de- 




predation rate to be applied in this case upon the 
basis of a March 1, 1913, value which included this 
item. The record (R. 10-11) plainly shows that 
appellant’s admission as regards the proper rate 
was voluntarily made in open court upon tl}e ad¬ 
vice of its own engineers that its contention 
in that respect was erroneous, and that! this 
admission came as a surprise to counsel for 
appellee. There was no agreement between 

counsel or with the Board in the matter and in 

| 

making this admission, appellant must have real¬ 
ized that the sole remaining issue, if decided ad¬ 
versely to him, would reduce the basis upon \yhich 
depreciation was to be computed. In any ^vent, 
no authority exists for agreeing to allow a deduc¬ 
tion on account of depreciation with respect to 
property which is not, in fact, depreciable. 

It is submitted that each of the items enumerated 
above did not represent property subject to de¬ 
preciation and should have been excluded from the 
depreciable properties of the appellant. 

H | 

The issue was one of fact and the board’s decision is 

supported by the evidence 

The issue before the Board of Tax Appeals in 
this case was wholly one of fact, i. e., as to the .fair 
market value on March 1, 1913, of appellant’s de¬ 
preciable properties. In determining this issue it 
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was necessary also to decide what items of its prop¬ 
erties were depreciable. In deciding this issue, 
the Board had before it the evidence introduced 
by appellant. This evidence consisted generally 

of the testimonv of witnesses who were familiar 

* 

with the properties in 1913, and of valuation ex¬ 
perts who had examined the properties in 1919, 
and observed the condition thereof and estimated 

i 

the depreciation suffered. These experts had 
listed the properties in place at that time, and later 
from an examination of appellant’s books, ascer¬ 
tained which of these properties were in place as 
of March 1, 1913. They also ascertained, where 
possible, the date of purchase of the properties and 
estimated the probable useful life thereof. From 
this data an inventory and appraisement of the 
various items, as of March 1,1913, was made, which 
was also introduced in evidence. 

The total value of the physical properties listed, 
exclusive of real estate and miscellaneous inven¬ 
tories above referred to, was found bv the Board 
to be the value of the depreciable properties. The 
character of these properties, the evidence of their 
probable useful life and the depreciation thereon 
when examined in 1919, supports the finding of the 
Board as to their depreciable character, but it is 
submitted that there was no evidence before the 
Board which would justify a finding that any of the 
intangible items of value listed or any other items 
of value were of this character. Under Article 163, 
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Regulations 45 and 62, supra, intangibles may be 
the subject of depreciation allowances, but if there 
is no evidence as to the duration of their use In the 
business, and, from experience, such can nbt be 
estimated with reasonable certainty, as in the in¬ 
stant case, it is submitted that the decision df the 
Board, the effect of which was to exclude ithese 
items, was in accord with the evidence before it. 
The burden of proof was upon appellant, Avtyry v. 
Commissioner, 22 F. (2d) 6, and since the decision 
of the Board is in accord with the evidence, the 
courts will not disturb its decision, Royal Packing 
Co. v. Commissioner of Internal Revenue, 22 F. 
(2d) 536, W. K. Henderson Iron Works & Supply 
Co. v. Blair, 25 F. (2d) 538, and Brown v. Commis¬ 
sioner, 22 F. (2d) 797. I 


CONCLUSION 

i 

i 

Appellant seeks in this case to secure deductions 
from taxable income on the basis of depreciation 
for capital investments which are not depreciable 
in fact and which would not ordinarily be set aside 
as a part of a replacement fund under accepted ac¬ 
counting practices. Appellant contends that a tax¬ 
payer who owned property on March 1, 1913, is 

i 

given special advantages by statute over the tax- 
payer who purchased property after that date. It 
is submitted that the law does not support this con¬ 
tention, and that in either case it is the depreciable 
property that determines the basis for depreciation. 
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allowances. The decision of the Board in this case 
being one of fact and in accord with the evidence, 
should be affirmed. 
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